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Corporate Reorganizations and Treaty Relief from Double
Taxation Within the NAFTA Block
CatherineBrown*
Christine Manolakas"
I.

TAXATION OF CAPITAL GAINS IN THE

NAFTA

BLOCK:

CRITICAL

DISPARITIES IN TREATY RELIEF FOR CORPORATE REORGANIZATIONS IN THE
FREE TRADE ZONE

Canada, Mexico and the United States entered into the North American Free
Trade Agreement' on December 17, 1992. The new tariff-free trade zone was
intended to promote the expansion of trade and investment, and facilitate the
provision of cross-border services. Almost concurrently, Mexico entered into
bilateral tax treaties with both Canada2 and the United States? Amendments
were also made to the Canada-UnitedStates Tax Treaty to accommodateNAFTA
in the form of a third Protocol.4 The trilateral NAFTA agreement and the three
bilateral tax treaties, although independent in operation, are clearly symbiotic
partners in the NAFTA economic zone. However, notwithstanding clauses
heralding most favoured nation status throughout the NAFTA agreement, this
preferential policy has not been carried forward to the bilateral tax treaties.
Furthermore, discrimination among the NAFTA partners in tax matters appears to
have been not only anticipated but intended. In fact, NAFTA specifies that the
bilateral tax treaties take precedence in all but a few very limited circumstances
over the NAFTA agreement, and any obligation with respect to most favoured
nation status regarding tax matters is expressly refuted in the NAFTA document.5
Copyright 1998, by LOUISIANA LAW REVIEW.
Professor, Faculty of Law, University of Calgary, Calgary, Alberta.
**
Professor, University of the Pacific, McGeorge School of Law, Sacramento, California.
I. North American Free Trade Agreement, Dec. 17, 1992, 107 Stat. 2057, 32 I.L.M. 289
(1993). NAFTA entered into force on January 1, 1994 [hereinafter NAFTA].
*

2. Convention for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion
with Respect to Taxes on Income, with Protocol, April 8, 1991, Can.-Mex. C.3 Part III, S.C. 1992
[hereinafter Mexico-Canada Treaty].
3.

Convention for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion

with Respect to Taxes on Income, with Protocol, Sept. 18,1992, U.S.-Mex., S.Treaty Doc. No. 10307, reprintedin 3 Tax Treaties (CCH) 5903 [hereinafter U.S.-Mexico Treaty]; Additional Protocol
to the Convention, Sept. 18, 1992, U.S.-Mex., reprintedin 3 Tax Treaties (CCH) 15904 [hereinafter
1992 Protocol].
4. Convention with Respect to Taxes on Income and on Capital, Sept. 26, 1980, U.S.-Can.,
T.I.A.S. No. 11,087, at 2 [hereinafter Canada-U.S. Treaty]; Protocol to the Convention, June 14,
1983, U.S.-Can. T.I.A.S. No. 11,087, at 63 [hereinafter 1983 Protocol]; Protocol to the Convention,
March 28, 1984, U.S.-Can., reprintedin I Tax Treaties 1942 [hereinafter 1984 Protocol]; Protocol
1946
Amending the Convention, March 17, 1995, U.S.-Can., reprinted in I Tax Treaties
(hereinafter 1995 Protocol]; Protocol to the Convention, July 29,1997, U.S.-Can., reprintedin ITax
Treaties 1 1949 [hereinafter 1997 Protocol].
5. With few exceptions, NAFIA leaves tax questions to be resolved by the bilateral tax
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Because most favoured nation status in tax matters is not required under
NAFTA, the bilateral tax treaties between Canada and the United States, the
United States and Mexico, and Mexico and Canada, contain critical differences,
particularly with respect to the tax treatment of capital gains. As a consequence,
the Mexican tax liability for a United States taxpayer who incurs a capital gain
in Mexico, may be very different than that of a Canadian taxpayer in identical
circumstances. Similarly, a Mexican taxpayer may have a totally different tax
result depending on whether a capital gain was generated in Canada or the
United States. These differences might not be important but for the fact that
NAFTA, while encouraging the expansion of trade, also encourages the
consolidation or reorganization of business enterprises originally structured to
meet former trade restrictions. Many of these business restructurings will
involve assets situated in neighbouring NAFTA countries. For example, a United
States taxpayer may move United States branch assets located in Canada from
a United States parent to a United States subsidiary or two Canadian corporations
might consolidate at a time when one of the Canadian corporations owns shares
in a Mexican real estate corporation. In both cases, tax liability will arise in the
treaty country where the assets are situated and treaty reliefwill be sought by the
nonresident taxpayer. In some cases, double taxation may result. Thus, NAFTA,
while providing new opportunities, has also created new tax problems, and, in
particular, the potential problem of double taxation whenever a corporate
restructuring involves the transfer of ownership of business assets located in one

tax jurisdiction between legal entities of another."
This paper explores the problem of double taxation in corporate reorganizations and other similar transactions by the NAFTA signatories involving the

treaties entered into by the individual NAFTA signatories. The principal provisions inthe NAFrA
agreement regarding taxation are contained inArticle 2103. This article provides that nothing inthe
NAFTA agreement will apply to tax measures except as specifically provided. The first matter to
be clarified is the status of tax treaties entered into by the NAFTA signatories. The tax treaties arc
to have priority in all cases, despite any inconsistencies with the NAFTA agreement. Disputes on
tax matters covered by the tax treaties are also to be resolved exclusively under the treaty provisions.
An exception to some of the specific obligations with respect to tax measures that must otherwise
be assumed under NAFTA is made for advantages accorded by a signing party pursuant to a tax
convention. Specifically, NAFTA makes it clear that despite the Most Favoured Nation provisions
in the trade in services and financial services, a NAFTA signatory may, nonetheless, provide
exclusive bilateral advantages to a treaty partner under a tax treaty. Chapter I I of NAFTA, which
purports to extend national treatment and most favoured nation status to investors and investments
from other NAFTA countries, is also severely restricted in tax matters. Article 21 reserves the
benefits of Article I I for investors and investments to all taxation measures "other than those on
income, capital gains or on the taxable capital of corporations." The effect of this limitation is to
restrict NAFTA obligations to sales tax and custom duties. See NAFTA, supra note I.
6. This problem became particularly acute in the European Union, which adopted a Mergers
Directive to mitigate the tax cost ofa cross-border merger. See Council Directive 90/434/EEC, July
23, 1990, and the Common System ofTaxation Applicable to Mergers, Divisions, Transfers ofAssets
and Exchanges ofShares Concerning Countries ofDifferent Member States 90 Tax Notes Today 465, Nov. 14, 1990, available in LEXIS, FedTax Library, TNT file.
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transfer of assets situated within the NAFTA block. The article begins with a
discussion of the problem of double taxation. The paper then analyzes each of
the NAFTA countries' jurisdiction to tax and the general treaty provisions which
address the tax treatment of capital gains. It examines the relief from double
taxation granted under the Canada-U.S. Treaty, the Mexico-Canada Treaty, and
the United States-Mexico Treaty. Utilizing a series of examples, the authors
compare the relief provisions for corporate reorganizations in each of the three
countries and illustrate the critical differences in tax treatment. The paper also
discusses the Competent Authority function in the three NAFTA signatories and
the procedure, if any, for obtaining relief from double taxation. Addressing
cross-border reorganizations, the article concludes with suggestions and
recommendations to further coordinate the bilateral tax treaty measures between
the three NAFTA signatories.
II. THE PROBLEM OF DOuBLE TAXATION

Generally, the income tax base of Canada, Mexico and the United States
includes the worldwide income of the residents and citizens7 of each country.
Nonresident aliens, however, are taxed only on income that originates in the
particular country. Typically, the income of nonresidents who are employed or
carry on a business in the foreign country or the gains from the disposition of
certain assets, such as real property situated in the foreign country, are considered
"sourced" in that foreign country. Withholding taxes are also imposed upon the
gross receipts of certain foreign source income such as interest, dividend and
royalty income. Tax treaties are designed to avoid the double taxation of income
that might result when two or more countries seek to levy a tax on the same
income base. The removal of such tax barriers is considered necessary to
encourage and facilitate international trade and investment. Tax treaties generally
eliminate double taxation by giving primacy to the sourcejurisdiction. Thus, the
resident jurisdiction either foregoes taxing income subject to taxation by the
country of source by exempting such income by crediting, within limits, the
foreign tax paid against the amount of tax that would be otherwise imposed by
the country of residence.
Tax treaties are therefore critical in adapting the general provisions of
domestic tax law to the particular problem of double taxation which arises
between treaty countries. For example, double taxation may result because two
countries consider the same person or entity to be a resident for tax purposes.
Double taxation might also occur when more than one country views certain
income as arising within its borders! With regard to taxable dispositions of

7.

The jurisdiction to tax the income of a taxpayer may be based upon the personal status of

an individual taxpayer such as citizenship, residence or domicile, or place of incorporation or
management of a corporation taxpayer.
8. See generally Fed. Income Tax Project, InternationalAspects of United States Income
Taxation 1987 A.LJ.
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property, the problem may even arise if there is foreign tax credit reliefavailable
but no concurrent taxable income. This is often the case with business or
corporate restructurings which take place under the income tax system of one
country while the affected assets are located in another country. The disposition
may not result in a taxable event both domestically and in the foreign jurisdiction, or the taxable event may not occur in the same tax period.9 Consider our
earlier example, a United States parent with a Canadian branch that transfers the
Canadian branch assets to its United States subsidiary corporation in exchange
for stock. Because this is a disposition of taxable Canadian property, this
transaction is taxable in Canada. 0 However, the transfer of the real property
will be tax deferred in the United States pursuant to Internal Revenue Code
section 351." As with most nonrecognition provisions, the appreciation is
preserved in the basis of the real property and will not be recognized for
United States tax purposes until the real property is ultimately disposed of by the
subsidiary corporation. Double taxation generally occurs in these circumstances
as a result of an immediate timing problem with respect to the use ofthe foreign
tax credit because at the time of the exchange the transaction produces taxable
Canadian income but no taxable United States income," and because the
applicable foreign tax credit may expire before an actual disposition or other
taxable event occurs in the United States. 4 The potential for double taxation
also exists in the second example involving the consolidation of two Canadian
corporations" when shares in a Mexican real estate corporation are held.' 6
The merger results in a disposition of the shares in the Mexican corporation
which is a taxable event in Mexico,' but will not be currently taxable in
Canada pursuant to the Canadian Income Tax Act subsection 87(1). In both
cases, the bilateral tax treaties between the affected NAFTA countries must be
looked to for relief from double taxation. As will be demonstrated, whether tax
liability will arise on the disposition of assets located in another bilateral treaty
country and whether relief is available from the double taxation of the resulting
gain will vary between the NAFTA countries.

9. See Canadian Income Tax Act section 126, R.S.C. 1985 c.1 (5th) supp., as amended
[hereinafter I.T.A.]; Interpretation Bulletin IT-270R2, "Foreign Tax Credit" (as revised Feb.
11,1991); Internal Revenue Code §§ 901(c), 904, 905, 907, 908, 911 (1998) [hereinafter I.R.C.].
10. See Canada-U.S. Treaty, supranote 4, art. XIII.
II. I.R.C. § 351(a) (1998).
12. I.R.C. § 362(a) (1998).
13. See I.R.C. § 904(a) (1998) (limiting the credit for foreign tax to the United States tax
(before the credit) on income from foreign sources).
14. See I.IlC. § 904(c) (1998) (allowing foreign income taxes in excess of United States tax
to be carried back two years and forward five years).
15. See. e g., I.T.A., supranote 9, section 126; interpretation Bulletin IT-270R2, supranote 9.
16. See Mexico-Canada Treaty, supranote 2, art. XllI(4)(a).
17. Id. The merger results in taxation in Mexico when the value of the shares of the subsidiary
in which the Canadian corporation had a substantial interest is derived principally from real property
located in Mexico. Id.

1998]

CATHERINE BROWN & CHRISTINE MANOLAKAS

II. TAx

TREATY PROVISIONS AFFECTING DOUBLE TAXATION OF CAPITAL

GAINS
20
9
Under their domestic law, Canada,"8 Mexico, and the United States

18.

Canada taxes its residents on their worldwide income. Persons who were not resident in

Canada at any time in the year are taxable on Canadian source income if they were employed in
Canada, carried on business in Canada, or have disposed of a "taxable Canadian property." Taxable
Canadian property includes real estate situated in Canada, capital property used in carrying on a
business in Canada, and shares of a private corporation resident in Canada. Taxable Canadian
property also includes an interest in a partnership in which at least 50% of the fair market value of
the assets consist of Canadian resource properties, timber resource properties, income interests in
trusts, or any other taxable Canadian property. The amount included in a nonresident's taxable

income from the disposition of taxable Canadian property is the excess of taxable capital gains over
allowable capital losses, including gains and losses arising from "deemed dispositions." Deemed
dispositions include, for example, the winding-up of a nonresident corporation which held taxable
Canadian property. Proceeds ofa disposition, whether actual or deemed, equal the fair market value
of the I.T.A. generally provides for a withholding tax
in any nonarm's-length transaction. Part MITI
of 25% (subject to reductions under a particular tax treaty) of income of a "passive" nature from
Canadian investments or properties. Typical payment so taxed are interest, rent, royalties, trust
income, management fees and the like. See I.T.A., supra note 9, section 212.
19. Gains on the sale of stock issued by a Mexican corporation or capital interests in nonpublicly traded stock companies are fully taxable to nonresident individuals and foreign corporations.
An exemption does exist, however, for the sales of publicly and widely traded shares sold through
the Mexican stock exchange. In addition, gains from the sales of land or buildings located in Mexico
or trust rights to such real property are considered Mexican source income. Income from personal
services rendered by nonresident individuals temporarily in Mexico directly to Mexican taxpayers are
subject to a graduated withholding tax rate to the extent income exceeds an exempt amount. Mexican
source income, such as salaries, rents, interest, capital gains, and royalties, are generally taxed to
nonresident individuals and foreign corporations on a withholding basis applied to gross income
without deductions. The withholding rate as well as when liability will arise for a capital gain
realized in Mexico varies in the tax treaties entered into by Mexico with Canada and the United
States.
20. A nonresident alien individual or foreign corporation carrying on a trade or business in the
United States is taxed as a United States taxpayer on taxable income which is effectively connected
with the conduct ofa trade or business. Foreign persons are also subject to United States tax on some
types ofrecurring investments including interest, dividends, rents and royalties sourced in the United
States. These types ofnoneffectively connected income are subject to a flat 30% withholding tax on
gross income. The bilateral tax treaties entered into by the United States often contain provisions
reducing the 30% withholding rate to a lower percentage. Capital gains are generally exempt from
the withholding tax. However, a nonresident alien who is physically present in the United States for
183 days or more during a taxable year is subject to a 30% tax on the excess of United States source
gains on the sales and exchanges of capital assets over losses allocable to United States sources. Since
1986, foreign corporations engaged in business in the United States are subjectto a 30%branch-profits
tax and a branch level-interest tax in addition to the regular tax on income effectively connected with
the conduct of a trade or business in the United States, whenever the branch profits are withdrawn
from the United States.
The United States generally does not tax foreign persons for gains on the sale or exchange ofUnited
States real property unless the gains are effectively connected with the conduct of a trade or business
within the United States. Concerned with the increasing foreign ownership of United States real
property, however, Congress enacted I.R.C. section 897 in 1980. Under l.R.C. section 897, the gain
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each claim a broad right to tax capital gains realized on the disposition of assets
within their respective sovereign jurisdictions. The bilateral tax treaties entered
into by these countries attempt to limit this broad right to tax gains to one of the
two bilateral treaty signatories or, correspondingly, require that the other bilateral
treaty signatory provide tax relief for foreign tax paid. Notwithstanding the
attempt to eliminate double taxation of capital gains through bilateral treaties,
double taxation remains a reality in many corporate reorganizations. Further,
there are significant differences in the tax relief offered by each of the three
treaty countries to alleviate the potential double tax.
A. Canada-UnitedStates Treaty
The current version of the Canada-U.S. Treaty was negotiated on the basis
of the Organization for Economic Cooperation and Development Model
Treaty.2 The Treaty was signed in 1980 and has been the subject of four
subsequent protocols, the latest being signed in July of 1997.22 The Treaty

or loss of a foreign person on the disposition of a "United States real property interest" is treated as
a gain or loss effectively connected with a trade or business carried on in the United States. A United

States real property interest is defined to include a direct interest in real property situated in the United
States and stock in a domestic corporation which is a "United States real property holding company."
A United States corporation is a United States real property holding corporation if at any time during
the previous five years the fair market value of the corporation's United States real property interests
equals or exceeds 50% ofthe sum of the fair market value of the corporation's total United States and
foreign real property interests, plus any other assets used or held for use in a trade or business.
21. 1977 Model Convention forthe Avoidance of Double Taxation with Respect to Income and
Capital of the Organization for Economic Cooperation and Development, Paris (1977) [hereinafter
OECD Model]. In 1981, the United States introduced its own model treaty which was largely
patterned after the OECD Model which was withdrawn for review in 1992. On September 20, 1996,
the Treasury Department issued a new Model Income Tax Convention with an accompanying
Technical Explanation. The Model draws from the previous Treasury Model, the OECD Model,
existing United States tax treaties, and current United States tax law and policy [hereinafter U.S.
Model]. U.S. Treas. Dep't News Release RR-1273 (Sept. 20, 1996).
22. See supranote 4. The 1997 Protocol came into effect on December 16, 1997, and limits
the capital gains that each country can tax. The 1997 Protocol is the result of a 1995 proposed
amendment to the I.T.A. paragraph 115(I)(b) to tax nonresidents' gain on shares of nonresident
corporations, and interest in nonresident trusts, where most of the value of the shares or interest is
attributable to Canadian real estate or resource property. Except where a tax treaty precludes such
tax, the amendment would apply to increases that accrued (measured proportionally) after April 26,
1996. The 1997 Protocol, according to the Technical Notes, will limit the application of the proposed
Canadian tax change in the cases of United States residents. Canada will agree not to tax United
States residents' gain on shares of corporations that are not resident in Canada. Similarly, the United
States will agree that "United States real property interests" will not include shares of corporations
that are not resident in the United States. The change applies as of April 26, 1995. Thus, Canadians
who invest in United States real estate through Canadian companies will continue to pay Canadian
tax, rather than any possible future United States tax, upon disposition of their shares. And United
States investors in United States companies who hold real property in Canada will continue pay
United States tax when they dispose of their shares. See Technical Explanation for the July 29, 1997
Protocol, released by the United States Treasury Department, Dec. 1997.
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operates to limit and define when one contracting state may subject the residents
of the other contracting state to taxation and, conversely, to define when and
under what circumstances a contracting state will provide relief for foreign taxes
paid to the other contracting state.
Article XIII of the Canada-U.S. Treaty, which addresses the taxation of
capital gains, has largely adopted the OECD Model provisions" with the
addition of some unique embellishments discussed below. The result is that both
Canada and the United States have limited their general right to tax capital gains
on the disposition of property by a nonresident located within their respective
jurisdictions to two defined sets of circumstances: first, where there is an
alienation of real property, and, second, where there is an alienation of personal
property forming part of a permanent establishment or a fixed base. Gains from
the disposition of any other property may be taxed only in the contracting state
of residence.24
1. Real Property
Article XIII (1) provides that gains derived by a resident of a contracting
state from the alienation25 of real property situated in the other contracting state
may be taxed in that other contracting state. Article XII(3) defines "real property
situated in the other contracting state." In the case of real property situated in
the United States, the term "real property" includes a United States real property
interest 6 and real property as defined in Article VI of the Canada-U.S.
Treaty.27 Article VI(2) defines real property to have the same meaning given
under the tax laws of the United States, including options and similar rights,
usufruct of real property, rights to explore for, or to exploit, mineral deposits,
sources and other natural resources, and rights to amounts computed with
28
reference to the amount or value of production from such resources.
In the case of real property situated in Canada, the term "real property
situated in the other contracting state" again includes real property as defined in
Article VI. Article XIII(3) further defines real property to include a share of the
capital stock of a company where the value of the share is derived principally

23. See generally Robert J. Dant & David G. Broadhurst, Canada's Tax Treaties: A
Comparisonof The Treatment of Capital Gains,Canadian Tax Journal, V. 40, No. 3, 720 (1992).
24. See Canada-U.S. Treaty, supra note 4, art. XIII(4).
25. The term "alienation" as used in Article XIII means sales, exchanges and other dispositions

or deemed dispositions, such as a change ofuse, gifts, distributions, and death, that are taxable events
under the tax laws of Canada or the United States. See U.S. Treasury Dep't Technical Explanation
of the Convention Between the United States of America and Canada with Respect to Taxes on
Income and on Capital Signed at Washington, D.C. on September 26, 1980, as Amended by the
Protocol signed at Ottawa on June 14, 1983, and the Protocol Signed at Washington, D.C. on March
28,1984, reprintedin I Tax Treaties

1950 [hereinafter Technical Explanation ofCan.-U.S. Treaty].

26.
27.

See supranote 20 (providing the definition of a "United States real property interest').
Canada-U.S. Treaty, supra note 4, art. XIII(3Xa).

28.

Canada-U.S. Treaty, supra note 4, art. VI(2).

LOUISIANA LAWREVIEW

[Vol. 59

from real property situated in Canada, and an interest in a partnership, trust, or
estate, the value of which is derived principally from real property situated in
Canada.29
2. PersonalProperty
Gains from the alienation of personal property are taxable in the contracting
state ofsource if the alienated property is or formed part of the business property
of a permanent establishment3 ° which the nonresident has in the contracting
state within the twelve month period preceding the date of alienation or
pertaining to a fixed base3' which is available to the nonresident resident in the

29. Canada-U.S. Treaty, supranote 4, art. XlII(3)(b). The term "principally" means more than
50%. Taxation in Canada is thus preserved through several tiers of entities if the value of the
company's shares or the partnership, trust, or estate is ultimately dependent principally on real
property situated in Canada. Technical Explanation of Can.-U.S. Treaty, supranote 25. See Rev.
Rul. 84-128, 1984-2 C.B. 41.
30. The term "permanent establishment" is defined in Article V of the Canada-U.S. Treaty as
meaning a fixed place of business through which the business of a resident of a contracting state is
carried on in the other contracting state, including a place of management, a branch, an office, a
factory, a workshop, a mine, an oil well, or quarry and a farm or plantation. In addition, a building
site or construction or installation project that continues for more than twelve months will be
considered a permanent establishment. Finally, the use of a drilling rig or ship in the other
Contracting State for a period of more than three months in any twelve month period to explore for
or exploit natural resources will fall within the definition. Canadian cases have followed United
States jurisprudence in holding that to be a permanent establishment an office must be staffed and
capable of carrying on the business of the taxpayer, and plants or other facilities must be equipped
to carry on the taxpayer's business activity. Canada-U.S. Treaty, supranote 4. See Richard G.
Tremblay, PermanentEstablishments in Canada,2 J. Int'l Tax 305, 307 (1992).
Revenue Canada has adopted a broad view of what constitutes a site or installation project. In a
recent ruling, Revenue Canada was asked to consider whether a United States corporation which sold
and later installed computer software to an unrelated Canadian corporation would have a permanent
establishment in Canada where employees of the United States corporation provided installation and
maintenance services in Canada. Citing several authorities, Revenue Canada concluded that although
testing computer software and setting up a data base was likely not an installation project, an
installation project did not need to be related to a construction project. Technical Interpretation,
Reorganization and Foreign Division, July 5,1994.
Revenue Canada has stated that a foreign corporation may have a permanent establishment in
Canada and may be carrying on business in Canada if one of its employees provides expertise as a
project manager for a job of the Canadian subsidiary. A permanent establishment may also exist
where the Canadian subsidiary makes space available to a foreign corporation, for example to provide
management to a subsidiary for a fee. See Window on Canadian Tax (CCH) at 1352.
31. The term "fixed base" is not defined in the Canada-U.S. Treaty. Revenue Canada has
stated that a fixed base would include, for example, a physician's consulting room, the office of an
architect, or the office of a lawyer. A location where a United States resident is situated temporarily
and performs independent personal services while in Canada may be considered a fixed base.
However, Revenue Canada has taken the position that an individual will not be considered to have
a fixed base if the period in Canada for performing the independent personal services is less than 61
days and the services in Canada are not perform on a recurring basis. Interpretative Bulletin IT173R2(8) (as revised Jan 30, 1989).
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contracting state for the purpose of performing independent personal services, or
which was so available within the twelve month period preceding the date of
alienation. These rules apply both to the alienation of individual assets which
are attributable to the permanent establishment or fixed base as well as to the
alienation of the permanent establishment32 or fixed base itself.33
3. Other Gains
Subject to three limited exceptions,34 gains from the alienation of any
property other than the real property and personal property described above are
taxable only in the contracting state of which the alienator is a resident."
B. Mexico-CanadaTreaty
The Convention between Canada and Mexico which entered into force on
May 11,1992,36 was the first bilateral tax treaty signed by Mexico. Like the
Canada-U.S. Treaty, it is generally patterned on the OECD Model; however, in
recognition of Mexico's status as a developing country, 37 it also borrows from

32. Consideration of the application of the permanent establishment rules also requires an
analysis of when a wholly owned subsidiary would be viewed as a permanent establishment of the
United States parent corporation. Under the Treaty, a United States resident would not be deemed
to have a permanent establishment in Canada merely because that resident carried on business in
Canada through an agent of independent status. Revenue Canada has stated that "while it is possible
for a wholly owned subsidiary to be an independent agent of its nonresident parent, there are no
precise tests to determine whether a person is an independent agent of another person." Revenue
Canada Technical Interpretation 4112-2-5, June 14, 1993. Permanent establishment status for the
subsidiary would result in tax liability for the United States parent on the basis of the parent's profit
attributable to the permanent establishment. Quaere would it also result in liability under Article XIII
when assets of the Canadian subsidiary are alienated?
33. Canada-U.S. Treaty, supra note 4, art. XIII(2). See generally Michael G. Quigley,
Permanent Establishment Underthe Canada-UnitedStates Tax Treaties-The Old & the New, N.C.J.
Int'l L. & Com. Reg. 362 (1981).
34. Article XIII(5) of the Canada-U.S. Treaty provides an exception to the general rules and
reserves the right ofa contracting state to tax an individual who is a resident of the other contracting
state on gains from the alienation ofproperty if the individual was: (1)a resident of that contracting
state for 120 months during any period of 20 years prior to the alienation of the property, (2) a
resident of that contracting state during the ten years immediately prior to the alienation of the
property, and (3) owned the property at the time of ceasing to be resident of the contracting state.
Article XIII(6) of the Canada-U.S. Treaty applies to a Canadian resident who emigrates to the United
States and, while a United States resident, sells a former principal residence situated in Canada. In
determining the taxpayer's United States tax liability with respect to any gain from the alienation of
the principal residence, the adjusted basis of the property will not be less than its fair market value
at the time of emigration. Article XIII(9) is a transition rule for certain capital gains which are
taxable by the contracting state of source under the current Canada-U.S. Treaty but were exempt
under the predecessor Treaty. Canada-U.S. Treaty, supranote 4.
35. Canada-U.S. Treaty, supranote 4, art. XIII(4).
36. See Mexico-Canada Treaty, supranote 2.
37. In the case of developing countries, capital investment flows primarily from the developed
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the United Nations' Model Treaty.38 The specific tax treatment of capital gains
is contained in Article XI.
1. Real Property
By virtue of Article XIII(1), a resident of one contracting state is taxable
under the Mexico-Canada Treaty with respect to capital gains realized from the
alienation of immovable property situated in the other contracting state. For this
purpose, gains from the alienation of immovable property include gains derived
by a resident of a contracting state from the alienation of shares, other than
shares quoted on an approved stock exchange in the other state, forming part of
a substantial interest in the capital stock of a company which is a resident of that
other contracting state if the value of the shares is derived principally from
immovable property" situated in that other state, or a substantial interest in a
partnership, trust or estate the value of which is derived principally from
immovable property situated in that other state.4
There is no definition of "substantial interest" or "principally" in the
Mexico-Canada Treaty. Thus, the percentage of the stock in a company that
must be owned by the nonresident and the percentage of the value of the
corporate assets that must consist of real property before a gain on the disposition
of corporate shares is taxable in Mexico is unclear. Under the Canada-U.S.
Treaty, the word "principally" is generally conceded to mean more than 50%.41
In contrast, in the U.S.-Mexico Treaty, the word principally is replaced with the
words "at least fifty per cent, by value, of immovable property."42 This
difference in this wording is unlikely to have any significant impact unless the

country to the developing country with the resulting income benefitting the former. Therefore, the
interest of the developing country in protecting and broadening source-based taxation must be
protected. See U.S. Treasury Dep't Technical Explanation of the Convention and Protocol Between
the Government of the United States ofAmerica and the Government of the United Mexican States
for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with respect to Taxes
on Income, Signed at Washington, D.C. on September 18, 1992, reprinted in 3 Tax Treaties (CCHH)
5943 [hereinafter Technical Explanation of U.S.-Mex. Treaty]. See Eric. J.Smith, The US.-Mexico
Tax Treaty, 8 Fla. J. Int'l L. 97, 102 (1993).
38. 1980 United Nations "Convention Between (State A) and (State B) for Avoidance of
Double Taxation with Respect to Taxes on Income (and on Capital]:' reprintedin U.N. Model
Convention for Tax Treaties Between Developed and Developing Countries, 1980 [hereinafter U.N.
Model].
39. For the purposes of this provision, the term "immovable property" includes the shares of
a company referred to in Article X)11(4Xa) or an interest in a partnership, trust or estate referred to
in Article XIII(4)(b) but does not include any property, other than rental property, in which the
business of the company, partnership, trustor estate is carried on. See Mexico-Canada Treaty, supra
note 2, art. XII(4)(a).
40. See Mexico-Canada Treaty, supranote 2, art. XIII(4).
41. See supranote 29 (discussing the definition of "principally" for the purposes ofthe CanadaU.S. Treaty).
42. U.S.-Mexico Treaty, supranote 3, art. XIII(2)(c).
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value of the Mexican real property held by the company is exactly 50%. What
is far more likely to create major differences in the overall tax treatment of the
NAFTA neighbors is the distinction between a "substantial interest" in a Mexican
corporation that holds real property, which is required before a Canadian is liable
for Mexican tax under the Mexico-CanadaTreaty, and "any shares or comparable
interest in such a corporation," which, ifheld by a United States taxpayer, would
result in automatic tax liability under the U.S.-Mexico Treaty when such shares
of the Mexican corporation are disposed of.
2. PersonalProperty
Gains from the alienation of movable property forming part of the business
property of a permanent establishment in the other contracting state or pertaining
to a fixed base in the other contracting state for the purpose of performing
independent personal services are also taxable in that state. As well, gains from
the alienation of the entire permanent establishment (alone or with the whole
enterprise carried on by such resident) or fixed base may be taxed in that other
state.43
3. OtherProperty
Gains from the alienation of other property are taxable only in the
contracting state in which the alienator is resident. Notwithstanding, a
contracting state may levy, according to its law, tax on gains from the alienation
of any property derived by an individual who is a resident of the other
contracting state and has been a resident of the first-mentioned contracting state
at any time during the six years immediately preceding the alienation of the
property.4' This provision allows the country from which a taxpayer emigrated
in the prior six years to continue to tax gains on property held by that taxpayer
at the time of departure.
C. U.S.-Mexico Treaty
Following the negotiation of NAFTA by the United States, Mexico and
Canada, the tax treaty between the United States and Mexico with a related
In 1995, an additional
protocol was signed on September 18, 1992.'
protocol came into force amending Article XXVII, thereby expanding the
scope of coverage of the exchange of information provision to include all
taxes imposed by the contracting states, including state and local taxes. 6

43. Id. art. X1lI(2).
44. Id. art. XIII(7).
45. U.S.-Mexico Treaty, supranote 3.
46. See 1992 Protocol, supranote 3; U.S. Treasury Dep't Technical Explanation of Protocol
Amending the Convention Between the United States ofAmerica and Canada, Signed at Washington,
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The U.S.-Mexico Treaty draws from the OECD Model and the United
Nations Model.47 Although it follows the same general pattern as the
Canada-U.S. and Mexico-Canada treaties, there are some significant
differences.
Article XI of the U.S.-Mexico Treaty limits a contracting state's
ability to tax capital gains to the source country. Like the treaty with
Canada, capital gains are taxable in the contracting state where the assets
are situated in the case of either real property interests48 or personal
property associated with either a permanent establishment or a fixed
base.49 Unlike the treaty with Canada, however, the source country is
also allowed to tax capital gains from the sale of stock or other rights in
the capital of a resident company. As will be shown, the U.S.-Mexico
Treatythus provides little or no relief to United States taxpayers from the
taxation in Mexico of capital gains income.
1. Real Property
Article XIII(I) of the U.S.-Mexico Treaty provides that gains derived
by a resident of a contracting state from the alienation of "immovable
property situated in the other contracting state" is taxed in that other state.
As defined in paragraph 2 of Article VI, "immovable property" is real
property in accordance with the laws of the contracting states. In any
case, real property includes accessory property, livestock and equipment
used in agriculture and forestry, and the right to receive payments in
exchange for the right to extract natural resources."0 Article XIII(2)
expands the definition of "immovable property situated in the other
contracting state" to include an interest in a partnership, trust or estate to
the extent that its assets consist of real property, the shares or comparable
interests in a company or other legal person if at least 50%, by value, of
the assets of that company consist of real property, and any other right
that confers the use or enjoyment of real property. For example, the sale
of time shares for the use of vacation property in a contracting state can
produce gain taxable by that state.51 Paragraph 12 of the 1992 Protocol
provides that the term "immovable property" situated in the other Contracting State includes a United States real property interest.52

D.C. on September 8, 1994, reprintedin 95 Tax Notes Today 115-64 (1995), availablein LEXIS,
FedTax Library, TNT File [hereinafter Technical Explanation to the 1995 Protocol].
47. Technical Explanation of U.S.-Mex. Treaty, supranote 37.
48. U.S.-Mex. Treaty, supranote 3, art XIII(l), (2).
49. Id. art. XI1(3).
50. Id. art. VI(2).
51. Technical Explanation of U.S.-Mex. Treaty, supra note 37, art. XiII(2).
52. 1992 Protocol, supranote 3, 12. See supra note 20 (providing the definition of "United
States real property interest!).
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2. PersonalProperty
Article XIII(3) provides that the gains from the alienation of personal
property which are attributed to a permanent establishment or a fixed base for
the purposes of performing independent personal services which a resident of a
contracting state has, or had, in the other contracting state are taxed in that other
state. Further, gains from the alienation of a permanent establishment or a fined
base may be taxed in that other state.
3. Stock
Unlike the Canada-U.S. and Mexico-Canada Treaties, Article XIII (4) of the
U.S.-Mexico Treaty allows the other contracting state to tax gains53 derived by
a resident of a contracting state from the alienation of stock, participation, or
other rights in the capital of a company or other legal person which is a resident
of the other contracting state. .The gain is taxed only if the alienator had a
participation, directly or indirectly, of at least 25% in the capital ofthe company
or other legal person during the twelve-month period preceding the disposition.
The gain will be deemed to arise in the other contracting state to the extent
necessary to avoid double taxation. Mexico does not tax gain recognized on the
sale of publicly traded stock sold through the Mexico Stock Exchange. 54 Thus,
Mexico taxes United States individuals and corporations on the gain from the
alienation ofstock of a closely held Mexican corporation, regardless of the place
of sale, residence of the buyer and seller, or nature of the assets of the
corporation. In contrast, the United States generally does not tax "noneffectivelyconnectedcapital gain income"recognizedby a nonresident individual
or foreign corporation on the sale of stock in a United States corporation, other
than United States real property holding companies."5 If the United States
resident is not a substantial shareholder in a Mexican company, Article XIII(4)
prevents Mexico from imposing a tax on gains from the disposition of stock in
a Mexican company. However, if the United States taxpayer owns 25% or more
of the stock of an unlisted Mexican corporation, the Treaty deems the gain from
a disposition to be sourced in Mexico.5 6 Paragraph 13 of the 1992 Protocol
creates an exception to Article XIII(4) in he case of the transfer of stock

53.

Where the taxing country is Mexico, the tax equals either 20% of the gross selling price

or 30% if the taxpayer elects to be taxed on a net basis.
54. The sales of stock must be effected through either the Mexico Stock Exchange or a foreign
exchange located in a country with an Exchange of Information Treaty with Mexico.
55. I.R.C. §§ 897(a), 882(b) (1998); see also I.R.C. § 872(a) (1998). See supra note 20
(providing the definition of "United States real property holding company").
56. The gain on the sale of the Mexican stock being viewed as foreign source income for
United States foreign tax credit purposes. This provision will benefit United States investors
disposing of less than 80% owned Mexican entities. See generallyNicasio del Castillo et al., U.S.Mexico Income Tax Treaty: PracticalImplicationsandPlanningOpportunitiesfor U.S. Investors,
23 Tax Mgmt. Int'l J.128-46 (1994).
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"between members of a group of companies that file a consolidated"
return. 5
4. OtherProperty
Article XIII(5) of the U.S.-Mexico Treaty provides that gains derived by an
enterprise carried on by the resident of one of the contracting states from the
alienation of ships, aircraft, and containers, including trailers, barges, and related
equipment for the transport ofcontainers, used principally in international traffic,
is taxable only in that state. The use of the term "principally" in this context,
clarifies that occasional use in domestic traffic does not cause the disposition to
fall outside the scope of this provision."' Article XlIf(6) confirms that royalties
are taxable only in accordance with the provisions of Article XII of the U.S.Mexico Treaty.59 Finally, Article XIII(7) reserves the exclusive right to tax
gains from the alienation of any other property to the alienator's state of
residence.6 °
D. The Treatment of CapitalGains under the Tax Treaties: A Comparison
Treaty Provisions
Real Property

Canada-U.S.

U.S.-Mexico

U.S.: Gains
from the alienation of real
property or a
U.S. real property interest"'

Gains from the
alienation of
real property,
shares of a corporation, the
value of the
assets of which
are at least
50% real property, or an
interest in
partnership,
trust or estate

Canada: Gains
from the alienation of real
property or
shares of a cor-

MexicoCanada
Gains from
the alienation
of real property, shares
representing a
substantial
interest in an
unlisted corporation or a
partnership
the value of
the shares of
which is de-

13. See infra notes 91-99 and accompanying text
57. 1992 Protocol, supra note 3,
(discussing an exemption from the shared ownership rule for the transfer of property between United
States corporations filing consolidated returns).
58. U.S.-Mex. Treaty, supranote 3, art. XIII(5). This paragraph is intended to produce the
same result as the corresponding language in the U.S Model. Technical Explanation of U.S.-Mex.
Treaty, supranote 37.

59.

U.S.-Mex. Treaty, supranote 3, art. XIII(6).

60.
61.

Id. art XIII(7).
See supra note 20 (providing a definition of a "United States real property interese').
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Personal Property

Stock

poration, or a
partnership
interest, the
value of the assets of which
are principally
real property

to extent the
assets are real
property

rived principally from
real property

Gains from the
alienation of
personal property which is or
forms a part of
the business
property of a
permanent establishment or
fixed base for
performing
independent
personal services (during 12
months prior to
alienation)

Gains from the
alienation of
personal property which is
or forms part
of the business
property of a
permanent establishment or
fixed base for
performing
independent
personal services (which
alienator has or
had in other
state)

Gains from
the alienation
of personal
property
which is or
forms a part
of the business property
of a permanent establishment or
fixed base for
performing
personal
services

Gains from the
alienation of an
unlisted Mexican corporation
if the nonresident owns a
capital interest
of at least 25%
(during 12
months prior to
alienation)62

As can be seen, United States taxpayers will be taxed in Mexico on the
disposition of any stock or comparable interests held in a corporation resident in
Mexico if the value of the assets of the corporation consist at least 50% of real

62. An exception exists in the case of the transfer of stock between members of a group of
companies that file a consolidated return. 1992 Protocol, supranote 3, 13.
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property situated in Mexico. Further, United States taxpayers will be taxed in
Mexico upon the alienation of non publicly-traded stock in a Mexican corporation in which their interest is 25% or more regardless of the type of assets held
by the corporation unless the disposition is to a corporation which is part of a
group filing consolidated returns.63 Identically placed Canadian taxpayers,
however, will not be taxed on the disposition of shares of a Mexican corporation
unless they hold a "substantial interest" in an unlisted Mexican corporation and
the value of the shares is derived "principally" from real property." Thus,
Canadian taxpayers can own substantial interests in closely held Mexican
corporations without concern for double taxation, as long as the Mexican
corporation's assets do not consist principally of real property. In contrast,
United States taxpayers will potentially face double taxation when any shares of
a closely held corporation in which they hold a 25% interest or more are
disposed of, regardless of the corporation's underlying asset base. In addition,
Canadian taxpayers who hold a substantial interest in an unlisted Mexican
corporation the value of the shares of which is derived principally from real
estate will also have the opportunity to purify the corporation and reduce the
value of the real estate located in Mexico prior to the disposition of their shares,
thereby, avoiding Mexican tax liability. United States taxpayers, in contrast, will
remain liable for Mexican tax if the value of their shares, at any time, was
derived at least 50% from real property located in Mexico.
There are also significant differences in the wording of the treaty provisions
with respect to the disposition ofmoveable property consisting ofor forming part
of a permanent establishment or fixed base. These differences may prove
significant when calculating the total tax liability on the movement of such
branch assets to a subsidiary or other related corporation. Under the Canada-U.S.
Treaty, liability in the host country will arise if the alienator "has or had" the
property in any twelve-month period preceding the date of the alienation. In
contrast, under the Mexico-Canada Treaty, liability will arise only if the alienator
has the assets in such a capacity at the time of the alienation. Finally, under the
U.S.-Mexico Treaty no reference is made to specific timing but rather more
generally to the notion of whether the alienator "has or had" such property.
Clearly, if the treaty conditions as to the holding ofproperty are not met, no host
country tax liability will result. These references to timing could thus prove
significant in determining overall tax liability, assuming the gain is otherwise
taxable under the country's domestic law.
IV. CAPITAL GAINS, CORPORATE REORGANIZATIONS AND DOUBLE TAXATION

As previously discussed, tax liability in a source country may result in
double taxation. Corporate reorganizations involving cross-border assets are

63.
64.

Id.
Mexico-Canada Treaty, supranote 2, art. XIII(4).
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particularly vulnerable to this result. Such transactions often receive deferred tax
treatment under domestic law, nevertheless, the transfer of ownership of an asset
situated in the foreign jurisdiction will result in immediate taxation. Under
domestic tax law, the corporation involved in the reorganization will take the
asset with its tax deferred cost base and tax liability will not arise until the
disposition of the asset. Because the gain realized at the time of acquisition by
the corporation in its own jurisdiction is deferred, the foreign tax credit otherwise
available when foreign tax is paid may be unavailable when the gain is ultimately
recognized." s Consider the following example: a United States resident
transfers real property situated in Canada to a newly organized United States
corporation in exchange for 100% of that corporation's stock. This transaction
will be taxable under Canadian domestic law because the Canadian property is
not being transferred to a taxable Canadian corporation"' and remains taxable
in Canada because the Canada-U.S. Treaty preserves Canada's right to tax gains
on dispositions by nonresidents ofreal property situated in Canada.67 However,
this transfer is not taxable in the United States as the transaction meets the
requirements of the nonrecognition provision I.R.C. section 351. Double taxation
may result when the real property is ultimately disposed of by the United States
corporation since the full gain will be taxable at that time in the United States.
Double taxation could occur either as a result of an immediate timing problem
with respect to the unused foreign tax credit, as there is no taxable U.S. income
at the time of the transfer," or because the credit may expire before an actual
disposition or other taxable event occurred in the United States. Double taxation
may also occur because the transaction results in a foreign tax credit to the
transferor corporation while the transferee corporation has taxable income as a
result of the eventual disposition of the transferred assets. If a corporate
reorganization does not result in an economic realization ofproceeds at the time
of transfer under United States tax law, but is, nonetheless, subject to Canadian
tax, the potential for double taxation exists.
If the country's statutory provisions are met, the types of corporate
reorganizations which are typically tax deferred in the NAFTA countries for
domestic tax purposes are corporate mergers, divisions, stock-for-stock
exchanges, certain liquidations, and, in Canada and the United States, transfers
of property to a corporation in exchange for shares. The United States corporate
reorganization provisions are a highly complex entanglement of statutory,
administrative and judicial law. The Canadian corporate tax provisions often

65. Foreign tax credit relief is generally time sensitive and may either expire, or, if usable in
some form, may not provide matching relief for the foreign taxes that have been paid. I.R.C. §
904(c) (1998).
66. I.T.A. subsections 69(1) and 85(1).
67. Canada-U.S. Treaty, supranote 4, art. XIII(1), (3).
68. See Canada-U.S. Treaty, supranote 4, art. XIII(2) which deems a disposition at the time
of transfer, notwithstanding that no disposition may occur under United States domestic law. See,
e.g., I.R.C. § 351 (1998).
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provide a similar result but are less involved while Mexico's corporate tax
provisions are just emerging."' These different stages of complexity and
development add significantly to the possibility of double taxation. Although a
detailed discussion of the corporate reorganization provisions of each country is
beyond the scope of this article, a summary of these provisions is presented
below. Any corporate reorganization which is tax deferred domestically, and
which involves a cross-border asset which the treaty country of locale may tax
on disposition, may result in double taxation.
Summary of Tax Deferment Provisions: Corporate Reorganization
Provisions in Canada, the United Sates and Mexico

Transfers of
Property to a
Corporation

I

Canada
Yes, I.T.A. section 85: Elecfive transfer for
property that includes shares;
tax deferred
rollover unless
gain elected if
consideration received exceeds
tax cost; boot
permitted

United States

Mexico

Yes, I.R.C. §§
351,368(a)(1)(C):
Tax deferred
transfer of property in exchanged
for stock; transferor(s) has 80%
control immediately after exchange; boot
results in recognized gain; C
reorganizations
require a transfer
of "substantially
all the assets" and
the receipt of voting stock. I.R.C.
§ 368(a)(1)(D):
nondivisive D
reorganizations

No, Article 14.
FFC:70 Disposition at fair
market value
even if transferor retains
control over
transferred
asset

69. The Mexican provisions are of relatively recent vintage and were adopted in an effort to
harmonize Mexico's tax system with those of the United States and Canada. In broad terms the
requirements imposed by the corporate nonrecognition provisions follow the principles of the United
States Internal Revenue Code. See generallyM. Gammie, The Taxation oflnwardDirectInvestment
in North America Following the Free Trade Agreement, 49 Tax L. Rev. 615, 627 (1994).
70. See generallyC6digo Fiscal de la Federaci6n (C.F.F.-Mexico) [hereinafter FFC].
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require the transferor(s) has 50%
control immediately after and a
transfer of substantially all of
the assets.
Corporate Divisions

Yes, I.T.A. section 55: Tax
deferred division
permitted if
shares of corporation continue
to be owned by
shareholders of
original corporation; corporate
assets must be
divided among
shareholders

Yes, I.R.C. §§
355, 368(a)(1)
(D): Allows tax
deferred spin
offs, split offs,
split ups; gain
recognized to the
extent boot received; distribution of 80% control necessary;
cannot have a
50% shift in ownership within
preceding five
years; at least two
active businesses
must result.

Yes, Articles
14-A & 15A
FFC: Allows
tax deferred
spin offs and
split ups; 51%
of original
voting shareholders must
be the same
for two years
prior and immediately
after; transaction would
qualify under
I.R.C. § 355

Stock-for-Stock
Exchange

Yes, I.T.A.
section 85.1:
Exchange solely
for shares; parties must be at
arm's length
before and after
exchange or
I.T.A. section 85
must be used

Yes, I.R.C. §
368(a)(1)(B):
exchange must be
solely for voting
stock; must meet
80% control test
immediately after
acquisition. I.R.C.
§ 368(a)(l)(E):
tax deferred re-

No, Article 17
FFC: However, nonresident
corporation
can request a
ruling from
SHCP 2 that
transfer be at
tax cost

71.

The shares may also be alienated to persons who have been owners of voting shares in the

divided company at the time ofthe division provided those persons do not change their shareholding,
as a percentage of the capital stock ofthe spin off, by more than 20% of what they had in the capital
stock of the divided company at the time of the spin off.
72. The Ministry of Finance (Secretaria de Hacienda y Crddito Publico-SHCP).
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capitalization.
I.R.C. § 332:
80% or more
controlled subsidiary may liquidate
into a parent

corporation.
Merger

V.

Yes, I.T.A.
section 87:
Includes vertical
and horizontal
amalgamations

Yes, I.R.C. §
368(a)(1)(A):
Statutory merger
or consolidation;
stock for asset
acquisition; continuity of interest

Yes, Article
14A FFA:
Includes vertical amalgamations; transaction would also
qualify under

and continuity of
business enterprise doctrines
must be-met

I.R.C. §§
386(a)(1)(C)
or (D)

TREATY RELIEF FROM DOUBLE TAXATION IN CORPORATE
REORGANIZATIONS

The problem of double taxation in the course of corporate reorganizations
is not new. 3 It has been recognized by both Canada and the United States as
significant in their cross-border arrangements and, consequently, provisions have
been included in the Canada-U.S. Treaty allowing for tax relief when double
taxation occurs. 4 Some consideration has also been given to the problem of

73. See, e.g., D. Kevin Doyle, Tax and the North American Free Trade Area-The U.S.
Perspective; Norman C. Loveland, Harmonization of Tax under the North American Free Trade
Agreement, International Fiscal Association, 1994 Annual Congress, Toronto, Canada, August 31,
1994 and Colloquium on NAFTA and Taxation, 49 Tax L. Rev. 525 (1994).
74. For example, see the Canadian tax treaties with the Netherlands and, until recently, France.
See Convention for the Avoidance of Double Taxation and the Prevention of Fiscal Evasion with
Respect to Taxes on Income (May 27, 1986), Can.-Neth. c.48, Part 1, S.C. 1986; S.C. 1994, c. 7,
Sched. VII (Second Protocol) art. XIII(6) March 4, 1993 Schedule VII of S.C. 1994, c. 7;
Convention for the Avoidance of Double Taxation and the Prevention ofFiscal Evasion with Respect
to Taxes on Income and on Capital, as amended by Protocol, Jan. 16, 1987, Can.-Fr. S.C.
1974-75-76 c.104, Part I (former art. XII(4)).
Article XIV(8) of the U.S.-Netherlands Treaty contains a paragraph similar to that in the U.S.Canada Treaty but imposes a more affirmative obligation on the Competent Authority of a
contracting state to defer tax in circumstances in which it is deferred under the laws of the other
state. This deferral is conditional on later collectibility of taxes. Convention for the Avoidance of
Double Taxation and the Prevention of Fiscal Evasion with Respect to Taxes on Income, Dec. 18,
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double taxation in corporate reorganizations in the tax treaties between Canada
6
These provisions are
and Mexico"s and the United States and Mexico.
outlined below.
A. Canada-UnitedStates Treaty
1. Corporations
Article XIII(8) of the Canada-U.S. Treaty permits a taxpayer who
acquires' property in the course of a "corporate or other organization, reorganization, amalgamation, division or similar transaction 7 1 to request Competent

1992, U.S.-Neth., art XIV(8), 3 Tax Treaties (CCH) 6103.03. The Memorandum of Understanding
provides the following explanation.
For example, under the domestic law of the United States, a foreign corporation that
qualifies as a "United States real property holding corporation" is taxed in some
circumstances if it transfers its assets to a United States corporation in a reorganization.
In such a case, only if the shareholders of such foreign corporation agree to reduce basis
(if and only to the extent available) by "closing agreement" can the tax that otherwise
would be imposed on such alienation be reasonably imposed or collected at a later time:'
Article XIII(4) of the U.S.-Spain Treaty permits the source country to tax gains on stock
dispositions if the taxpayer held at least 25% of the company's stock during the twelve months
preceding the alienation of stock. Paragraph 10 of the 1990 Protocol provides that an alienation
covered by Article XII(4) does not include certain transfers between members of a group of
companies that file consolidated returns. Convention for the Avoidance of Double Taxation and the
Prevention of Fiscal Evasion with Respect to Taxes on Income, with Protocol, Feb. 22, 1990, U.S.Spain, art. XIII(4), 4 Tax Treaties (CCII) 8403.03. See Editorial Comment s. 67.12 Spain, Art.
13: "Taxation and Foreign Related Transactions" (MB)67-26.
75. Mexico-Canada Treaty, supranote 2, art. XIII(5).
76. U.S.-Mexico Treaty, supranote 3, art XIII(4).
77. The language of Article XIII(8) of the Canada-U.S. Treaty refers to the alienation of
"property in the course of a corporate organization, reorganization, amalgamation, division or similar
transaction." Canada-U.S. Treaty, supranote 4, art. XIII(8). The meaning of this expression, in the
case of a United States resident seeking relief from the Canadian Competent Authority, must be
found in Canadian domestic law. Id. art. 111(2). Unfortunately, neither the complete phrase nor all
of the individual words are defined for Canadian tax purposes. Generally, the words "winding-up,
discontinuance and reorganization" refer to the corporation's business, not to the corporate entity
itself. "Business" may be defined widely enough, or narrowly enough, to include almost any
corporate activity; therefore, any change from one type of business to another may be construed as
a "winding-up, discontinuance or reorganization" of a business. See Merritt v MNR [1940-41]
C.T.C. 226, Exch Ct; Canada Tax Service-Stikeman Analysis, I.T.A. subsection 15(1) (Carswell).
78. The 1995 Protocol to the Canada-U.S. Treaty amended Article XIII(8). 1995
Protocol, supra note 4, art. VIII. The Treasury Department's Explanation of the 1995
Protocol states that the amendment to Article XIII(8) broadens the scope of Article XIiI(8)
of the Canada-U.S. Treaty to cover organizations, reorganizations, amalgamations, and similar
transactions involving either corporations or other entities such as trusts and partnerships. It
further states:
As in the case of transactions covered by the present Convention, the deferral allowed
under this provision shall be for such time and under such other conditions as are
stipulated between the person acquiring the property and the competent authority. The
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Authority assistance to defer the profit, gain or income." If a resident of a
contracting state alienates property in such a transaction and the profit, gain or
income'with respect to such alienation is not recognized for income tax purposes
in the contracting state of residence, the Competent Authority of the other
contracting state may agree to defer recognition of such profit, gain, or income.
Article XIII(8) allows for potential relief to a nonresident only if deferral is
available in the resident, but not the nonresident contracting state and if deferral
would have been available to a resident ofthe nonresident contracting state. This
provision becomes operative upon request of the Competent Authority of the
nonresident contracting state by the nonresident taxpayer who acquires the
property in the corporate transaction.8" Deferral lasts for such time and under
such conditions as stipulated between the nonresident taxpayer and the Competent
Authority."' For example, relief from taxation may be granted until there is an
actual disposition of the asset involved. The duration and conditions of the
deferral, however, are completely at the discretion of the Competent Authority
and will only be granted
by the Competent Authority to the extent necessary to
82
avoid double taxation.
The wording of Article XIII(8), in addition to providing relief in the course
of a corporate reorganization, was expanded under the 1995 Protocol to include
organizations of noncorporate entities such as partnerships and trusts. 3 Because
the 1995 Protocol and the Canada-U.S. Treaty do not address whether, or
to what extent, a partnership, joint venture, or other unincorporated
association of person, is considered a resident of Canada or of the United
States,84 a close examination of Canadian and United States domestic tax
agreement of the competent authority ofthe State of source isentirely discretionary and,
when granted, will be granted only to the extent necessary to avoid double taxation.
U.S. Treasury Dep't Technical Explanation of the March 17, 1995 Protocol (June 17, 1995), at art.
VIII [hereinafter Technical Explanation of the March 17, 1995 Protocol].
79. See generally Peter Blessing, Income Tax Treaties of the United States § 12.02(1)(a), at
12-7 (1996).
80. Technical Explanation of the March 17, 1995 Protocol, supra note 78.
81. Unless extraordinary circumstances exist, Article XIII(8) relief will be applied by the
Competent Authority consistently within the taxable period with respect to transactions described in
paragraph 8. Technical Explanation of the March 17, 1995 Protocol, supranote 78.
82. The language "in order to avoid double taxation" is used in the Canada-U.S. Treaty but not
in Canada's Treaty with the Netherlands or Mexico. Although the scope of the Competent
Authorities' discretion is not clear, it may be that the breath of these treaties is broader than that
intended in the Canada-U.S. Treaty.
83. See 1995 Protocol, supra note 4, art. VIII.
84. See generally Carol A. Dunahoo, Associate Intemational Tax Counsel, United States
Department of the Treasury, in Tobin Richardson et al., Summary of International Tax

Planning 1: Canada-US. Cross Border Issues; The Proceedings of the Forty-Sixth Tax
Conference, 1994 Conference Report (Toronto: Canadian Tax Foundation, 1995) 24:1 at 24:5;
Carl F. Streiss, Issues Relating to Tax Treaties, CTF 45:1 at 45:14; H. Kellough & P.
McQuillan, Canadian Taxation of Domestic and Foreign Partnerships, International Fiscal
Association, 1995 Conference, Toronto. The treaty treatment of partnerships is also left open
to each Contracting State under the OECD Model Treaty. The OECD Model Treaty is silent
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provisions is required in order to determine when Treaty relief will be
available."'
2. Nonrecognitionand Timing Problemsfor Individuals
Individuals are also potentially subject to double taxation as a result
of a corporate organization or reorganization. Two examples illustrate the
double taxation problem. The first includes the transfer of assets which
constitute a permanent establishment or fixed base in Canada by a United
States resident individual to a United States corporation in exchange for
stock constituting control of the corporation. The second example involves
the receipt by a United States resident shareholder of new shares on the
consolidation of two United States corporations, assuming the corporations
hold Canadian real property the value of which exceeds 50% of the value
of the corporation. In both, situations, the United States resident would be
immediately subject to Canadian tax while receiving tax deferred treatment
in the United States."' The Canada-U.S. Treaty provides an individual with
the option of seeking relief from double taxation under Article XII(7) or
under Article XIII(8) under those circumstances.
According to the 1984 Technical Explanation to the Canada-U.S. Treaty,
Article X01I(7) was intended "to coordinate United States and Canadian taxation
of gains where an individual is subject to tax in both contracting states and one
contracting state deems a taxable alienation of property by the person to
have occurred, while the other defers but does not forgive taxation with
respect to the gain. Under those circumstances, the individual can elect in
his annual return for the year of the transaction to be liable to tax in the
7
contracting state which is deferring recognition."" The individual will be liable
to tax in the contracting state as though the property was sold and repurchased
for an amount equal to its fair market value. However, because of the time value
of money, Article XIII(8) relief which results in a deferral of tax often is
preferable.

on the tax treatment of partnerships due to an inability to gain consensus from diverse
OECD members. A special task force of the OECD has been assigned the examination of
partnership issues under tax treaties, and hopefully that report will provide further guidance
on the matter.
85. See also Commentary on Article I, paragraphs 2-6, Report of the OECD, Nov. 1997
(discussing the OECD's recognition of the difficulties in applying the treaty provisions to partnerships
and recommendation that such matters be resolved in bilateral negotiation).
86. See I.R.C. §§ 351, 368(aXIXA) (1998) (providing for nonrecognition of gain or loss on
a corporate organization and statutory consolidation).
87. Technical Explanation of Can.-U.S. Treaty, supra note 25. The examples in the Technical
Explanation include (I) a gift by a United States citizen or resident individual which is taxable for
Canadian income tax purposes and not for United States purposes and (2) a United States citizen who
is deemed to recognize income for Canadian income tax purposes upon departure from Canada. See

id.
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B. Mexico-CanadaTreaty
Although seemingly more limited in scope, the wording of Article XIII(5)
of the Mexico-Canada Treaty is similar to that in Article XiI(8) of the CanadaU.S. Treaty. Potential relief from double taxation in the course of a corporate
reorganization is available when a resident of one of the contracting states
alienates property "in the course of a corporate amalgamation or division or of
a corporate reorganization involving an exchange of shares and profit, gain or
income with respect to such alienation is not recognized for the purpose of
taxation in that state.""8 When these conditions are met, and if requested by the
person acquiring the property, the Competent Authority of the contracting state
otherwise entitled to tax under the Treaty, may agree to defer the recognition of
the profit, gain, or income. The agreementmay include terms and conditions as
deemed necessary by the Competent Authority to assure the eventual collection
of tax by the contracting state.
It is not clear what was intended by the phrase "a corporate reorganization
involving an exchange of shares" contained in Article XIII(5). With regards to
Canada, this language appears to limit potential relief to transactions contemplated under I.T.A. section 85.1 in which shares are exchanged for shares. However,
the provision may not be this restrictive and relief may be available where
property other than shares is exchanged for shares in a transfer to which, for
example, I.T.A. section 85 would apply. This broader interpretation appears to
have been the intention of Canada.89 Thus, in substance, the provisions of both
the Canada-U.S. Treaty and Mexico-Canada Treaty would be viewed by the
Canadian Competent Authority as the same as long as there is a disposition of
a property in Canada which subjects a nonresident to Canadian tax on a corporate
organization, reorganization, amalgamation, division or other similar transaction.
According to the Canadian Competent Authority, since these transactions or
concepts are not defined terms in the Treaty, the generally accepted meaning is
used. Therefore, the corporate transactions encompassed are the transactions
described in the sections of the I.T.A. that allow a deferral of taxation.9
However, if a Canadian is seeking relief as a result of tax liability arising in
Mexico under the Mexico-Canada Treaty, it is the view of the Mexican
Competent Authority on the scope of the provision that is critical. It was
apparently the Mexican negotiating team that restricted the wording from that
used in the Canada-U.S. Treaty. Thus, the change of wording may have been
quite deliberate. Mexico does not provide a tax deferral similar to I.T.A. section
85 or I.R.C. section 351 to its own nationals on transfers of property to a

88. Mexico-Canada Treaty, supra note 2.
89. Conversations with representative of Legislative and Policy Division and Canadian
Competent Authority. (Ottawa, Sept. 1997).
90. Id. See also Canada-U.S. Treaty, supra note 4, art. 111(2).
91. See I.T.A. subsections 85(1), 85(2), 87(1), 87(9),88(1); I.T.A. sections 85.1, 86, & 51
(providing tax deferred treatment on certain corporate transactions).
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corporation. A disposition is deemed to occur at fair market value. In
consequence, it is unlikely that a Canadian would be given Mexican Competent
Authority relief in these circumstances.
C. UnitedStates-Mexico Treaty

Relief from double taxation on a corporate reorganization under the Treaty
between the United States and Mexico is dramatically different than the relief
offered under both Canadian treaties. As will be demonstrated, this difference
will benefit United States taxpayers in some cases, but most often it will leave
United States taxpayers in a highly disadvantageous tax position relative to their
Canadian or Mexican counterparts.
According to the terms of the U.S.-Mexico Treaty, instead of providing
access to Competent Authority relief for double taxation in the course of a
corporate reorganization, paragraph 13 ofthe 1992 Protocol limits the imposition
by Mexico of source country tax on corporate reorganizations.92 As previously

discussed, the U.S.-Mexico Treaty maintains Mexico's right to tax a United
States resident on the gain from the sale of shares of a closely held corporation

in which the United States alienator had a participation interest of at least
25% in the capital of the corporation during the twelve-month period
preceding the disposition.9" Paragraph 13 of the 1992 Protocol provides

an exception to taxation if the transfer of property is between members
of a group of United States companies filing a consolidated return.94 No tax
will result:
to the extent that the consideration received by the transferor consists
of participation or other rights in the capital of the transferee or of

another company resident in the same Contracting State that owns
directly or indirectly 80% or more of the voting rights and the value of
the transferee, if:

92. See U.S.-Mexico Treaty, supra note 3.
93. See supra text accompanying notes 56-58.
94. See IR.C. §§ 1501-1504 (1998) (granting an affiliated group of corporations the privilege
of filing consolidated returns). An affiliated group of corporations may elect to file a consolidated
return in lieu of separate returns. I.R.C. § 1501 (1998). Generally, the election allows the affiliated
group to be taxed as a single corporation. An "affiliated group of corporations" is defined to mean
certain "includible corporations" connected through specified stock ownership requirements. I.R.C.
§ 1504(a) (1998). An "includible corporation" is any corporation except a tax exempt corporation,
an insurance company, certain foreign corporations, a regulated investment company or an S
corporation. I.R.C. § 1504(b) (1998). The stock ownership ru!e requires that the affiliated group
of corporations consist of one or more chains of includible corporations connected through stock
ownership with a common parent corporation, which is also an includible corporation, such that: (1)
Stock with at least 80% of the voting power of all classes of stock and at least 80% of the value of
each includible corporation must be owned directly by one or more of the other includible
corporations; and (2)the common parent must also meet the 80% test with respect to at least one of
the other includible corporations. I.R.C. § 1504(a) (1998).

LOUISIANA LA W REVIEW

[Vol. 59

(i) The transferor and transferee are companies resident
in the same Contracting State;
(ii) before and immediately after the transfer, the transferor or the transferee owns, directly or indirectly, 80 percent or
more of the voting rights and value of the other, or a company
resident in the same Contracting State owns directly or
indirectly (through companies resident in the same Contracting
State) 80 percent or more of the voting rights and value of
each of them..

..

If cash or other property is received in the exchange in addition to
participation or other rights in the capital of the transferee, gain may be taxed by
the other contracting state limited to the amount of cash or other property
received. For the purposes of determining gain on any subsequent disposition,
the basis of the assets for the transferee is the same basis for the transferor,
increased by any cash or property paid by the transferee. 96
This provision of the 1992 Protocol defers the tax on the gain from the
transfer of shares, participation or other rights in the capital of a Mexican
company or other legal entity until after the shares are transferred outside of the
United States consolidated group. To illustrate, assume that a United States
corporation owns all of the stock of a Mexican subsidiary corporation, and forms
a new, wholly owned United States subsidiary for which it files a United States
consolidated income tax return. In capitalizing the new corporation, the United
States parent transfers all of the stock of the Mexican subsidiary to the new
United States subsidiary in exchange solely for all of the voting stock of the
United States subsidiary. This transaction would qualify for nonrecognition of
United States tax under I.R.C. section 351. Under I.R.C. section 362(a), the
transferee corporation receives the transferor's basis in the stock of the Mexican
subsidiary, increased by any gain recognized by the transferor on the transaction.
Under Paragraph 13 of the 1992 Protocol, Mexico cannot impose a tax on the
transfer of the Mexican subsidiary's shares even though it involved the
disposition of stock of a Mexican company by a substantial nonresident
shareholder until the shares are ultimately disposed of by the transferee
corporation.97 Nevertheless, the relief from double taxation offered by Article
XIII(4) of the U.S.-Mexico Treaty and paragraph 13 of the 1992 Protocol is
extremely limited. Although paragraph 13 establishes standards for restricting
tax on intercompany transfers for the purposes of the U.S.-Mexico Treaty, its
language does not parallel the reorganizations described in I.R.C. section 368.
Thus, the potential for double taxation will continue to exist in a wide range of
circumstances.

95.

1992 Protocol, supra note 3, at

96.
97.

Id.
Technical Explanation of U.S.-Mcx. Treaty, supra note 37, art. Xi11(4).

13.
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Article XIII(4) further states that the gain will be deemed to arise in the
other contracting state to the extent necessary to avoid double taxation. Thus,
the gain from the alienation of stock, participation, or other rights in the capital
of a Mexican company or other legal entity by a United States taxpayer will be
deemed to be income sourced in Mexico. As a result, the United States will treat
the gain taxed by Mexico under Article XIII(4) as foreign source income98 to
the extent necessary to permit a foreign credit for the Mexican tax, subject to the
limitations of United States law." If the Mexican tax on the gain does not
exceed the United States tax, the United States will grant a foreign tax credit for
the entire amount of the Mexican tax paid."°
D. Summary of Treaty Provisions: PotentialRelieffrom Double Taxation
The following provides a summary ofpotential treaty relief from double taxation
in the course of a corporate reorganization among the NAFTA signatories:
Canada-U.S. Treaty
(Article XIII(8))

Mexico-Canada Treaty
(Article XIII(5))

U.S.-Mexico Treaty
(1992 Protocol
para. 13)

Property is alienated in
the course of a corporate or other organization, reorganization,
amalgamation, division
or similar transaction
and profit, gain or
income with respect to
such alienation is not
recognized for the
purpose of taxation in
that state.
Request for relief is
made by the person
acquiring the property

Property is alienated in
the course of a corporate amalgamation or
division or of a corporate reorganization involving an exchange of
shares and profit, gain
or income with respect
to such alienation is
not recognized for the
purpose of taxation in
that state.
Request for relief is
made by the person
acquiring the property

No tax is payable on
the disposition of unlisted shares in a corporation in which at
least a 25% interest is
held if the transfer is
between a group of
corporations that files
a consolidated return
and only to the extent
the consideration received by the transferor constitutes
shares. No request for
relief is necessary.

98. The gain from the sale of stock of a foreign affiliate may already be considered foreign
source income. I.R.C. § 865(0 (1998).
99. See I.R.C. § 904(a) (1998) (limiting the credit amount to the "proportion of the tax against
which such credit is taken which the taxpayer's taxable income from sources without the United
States (but not in excess of the taxpayer's entire taxable income) bears to his entire taxable income
for the same taxable year").
100. Technical Explanation of U.S.-Mex. Treaty, supranote 37, at 76.
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to the Competent Authority of the other
contracting state.

VI. EXAMPLES
As indicated, in a corporate reorganization involving assets located in
another treaty country, significant differences in the relief or potential relief from
double taxation are available under the tax treaties among the NAFTA countries.
These differences have a major impact on the tax treatment of the treaty partners.
The following examples illustrate some of the circumstances where double
taxation may occur on a corporate reorganization. The examples are divided into
transfers of real property under Article X=I(I) and transfers of assets of a
permanent establishment or fixed base under Articles Xffl(2) and (3). The
examples begin with generic facts and then illustrate the potential tax result
under each of the NAFTA treaties.
A. Article XIII(J) Liability: Transfersof Real Property
Example 1: A parent corporation resident in Country A transfers investment
real property situated in Country B to a 90% owned subsidiary resident in
Country A in exchange for subsidiary stock.

real property
(Country B)

Sub
stock

Country A
1. United States
2. Canada
3. Mexico
Border

Real Property

Country B
1. Canada
2. Mexico
3. United States
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1. Canada-UnitedStates Treaty
If a United States parent transfers investment real property situated in
Canada to a 90% owned United States subsidiary in exchange for subsidiary
stock, the transaction is tax deferred under I.R.C. section 351. If the real
property is owned by a Canadian resident and the transfer is to a taxable
Canadian corporation, the transaction is also tax deferred under I.T.A. subsection
85(1). Nevertheless, the transfer of the real property is subject to Canadian tax
under Article XIII(l) of the Treaty.
Result: Competent Authority relief is potentially available under Article
XIII(8). The United States taxpayer may petition the Canadian Competent
Authority for assistance.
2. Mexico-CanadaTreaty
If a Canadian parent transfers investment real property situated in Mexico
to a 90% owned Canadian subsidiary in exchange for subsidiary shares, the
transaction qualifies as a rollover under I.T.A. subsection 85(1). However, the
transfer is subject to Mexican tax under Article XIII(1) of the Treaty. Under
Mexican domestic law such a transfer by a Mexican corporation is subject to tax
in Mexico. If Mexico adopts Canada's position with respect to when relief is
granted, that is, relief is provided only if it is available to Mexican
residents in similar circumstances, then no relief will be granted under these
circumstances. There is no equivalent to I.T.A. section 85 in Mexico's Fiscal
Code.
Result: Competent Authority relief is probably not available to the Canadian
transferor from the Mexican Competent Authority since the transaction would be
taxable in Mexico if undertaken by a Mexican corporation. In consequence,
double taxation may result.
3. United States-Mexico Treaty
If a United States parent transfers investment real property situated in
Mexico to a 90% owned United States subsidiary in exchange for subsidiary
stock, the transaction is tax deferred under I.R.C. section 351. Nevertheless, the transfer will be subject to Mexican tax under Article XIII(l) of
the Treaty.
Result: No relief from double taxation will be granted. The United States
corporation may consider seeking assistance from the U.S. Competent Authority.
However, since Mexico has exercised its legitimate right to tax under the Treaty,
it is unlikely that the U.S. Competent Authority will grant relief under these
circumstances.
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Example 2: A parent corporation resident in Country A owns all of the stock
of a subsidiary also resident in Country A (Sub 1). Sub 1 owns all of the stock
of a taxable corporation resident in Country B (Sub 2). The value of the shares
of Sub 2 is derived principally from real property situated in Country B. Sub
1 is liquidated into its parent.

Parent

Sub 1

A

stockI

Sub 2
stock

Country A
1. United States
2. Canada
3. Mexico
Border

(real property)

Country B
1. Canada
2. Mexico
3. United States

1. Canada-UnitedStates Treaty
A United States parent owns all of the stock of a United States subsidiary.
The United States subsidiary owns all of the stock of a taxable Canadian
corporation. The value of the shares of the taxable Canadian corporation is
derived principally from real property situated in Canada. The United States
subsidiary is liquidated into the United States parent. United States parent and
United States subsidiary receive nonrecognition treatment under I.R.C. section
332 and section 337, respectively. Under Canadian law, I.T.A. subsection 88(1)
also provides for nonrecognition on the winding up of a 90% owned subsidiary
by a parent if both corporations are taxable Canadian corporations. The
transaction would be subject to Canadian tax under Article XIff(l) of the
Treaty.
Result: Relief from double taxation is potentially available under Article
XIf(8). Assistance must be sought from the Canadian Competent Authority.
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2. Mexico-Canada Treaty
A Canadian parent owns all of the stock of Canadian subsidiary. The
Canadian subsidiary owns all of the stock of a Mexican corporation. The value
of the shares ofthe Mexican corporation is derived principally from real property
situated in Mexico. The Canadian subsidiary is liquidated into the Canadian
parent. Under Canadian tax law, I.T.A. subsection 88(1) provides for nonrecognition on the transfer of assets on the winding up of a 90% owned
subsidiary by a parent if both corporations are taxable Canadian corporations.
The transaction would be subject to Mexican tax under Article Xlfl(1) of the
Treaty.
Result: According to the wording of Article XIII(5), no Competent
Authority relief will be granted if this is a corporate "liquidation." Nonetheless,
relief may be available from the Canadian Competent Authority under the
provisions of I.T.A. subsection 87(1) or 88(1). Canada takes a broad view
of its role in providing relief where property is alienated "in the course
of a corporate amalgamation or division or of a corporate reorganization
involving an exchange of shares" and looks to the substance of the
transaction. This transaction is not taxable in Mexico as a vertical
amalgamation. Article 14A of the FFA provides for a tax deferred merger
by absorption.
3. United States-Mexico Tax Treaty
A United States parent owns all of the stock of a United States subsidiary.
The United States subsidiary owns all of the stock of a Mexican corporation.
The value of the shares of the Mexican corporation is derived at least 50% from
real property situated in Mexico. The subsidiary is liquidated into the United
States parent. United States parent and United States subsidiary receive
nonrecognition treatment under I.R.C. section 332 and section 337, respectively.
The transaction would be subject to Mexican tax under Article XILI(l) of the
Treaty.
Result: No treaty relief from potential double taxation is available. The
United States taxpayer must seek assistance from the U.S. Competent Authority.
Special relief is unlikely since Mexico is exercising its right to tax under the
U.S.-Mexico Treaty.
Example 3: Corporation X resident in Country A owns investment real property
situated in Country B. Unrelated Corporation Y is also resident in Country A.
Corporation X and Corporation Y consolidate to form new Corporation Z
resident in Country A.
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A

~Country

1. United States
2.
Canada
3. Mexico

(new)
Border
Country B
Real Property

1. Canada
2. Mexico
3. United States

1. Canada-UnitedStates Tax Treaty
United States Corporation X owns investment real property situated in
Canada. United States Corporation X and unrelated United States Corporation
Y consolidate to form United States Corporation Z. The consolidation
constitutes a tax deferredreorganizationunder I.R.C. section 368(a)(1)(A). If the
predecessor corporations are taxable Canadian corporations, the transaction
qualifies as an amalgamation under I.T.A. subsection 87(1). Under XTII(1) of
the Treaty, the transfer of the Canadian real property is subject to tax in Canada.
Result: Relief from double taxation is potentially available under Article
XIII(8). Assistance may be sought from the Canadian Competent Authority.
2. Mexico-CanadaTreaty
Canadian Corporation X owns investment real property situated in Mexico.
Corporation X and unrelated Canadian Corporation Y consolidate to form
Canadian Corporation Z. The transaction qualifies as a tax deferred amalgamation under I.T.A. subsection 87(1). If a Mexican corporation owned real
property in Canada, the transfer would be tax deferred in Mexico under FFC
14A. Under XHI(l) of the Treaty, the transfer is subject to tax in Mexico.
Result: Relief from double taxation is potentially available under Article
XIII(5) of the Treaty. Assistance may be sought from the Mexican Competent
Authority.
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3. UnitedStates-Mexico Treaty
United States Corporation X owns investment real property situated in
Mexico. Corporation X and unrelated United States Corporation Y consolidate
to form United States Corporation Z. The consolidation constitutes a tax
deferred reorganization under I.R.C. section 368(a)(1)(A). Under XIII(1) of the
Treaty, the transfer of the real property situated in Mexico would be subject to
tax in Mexico.
Result: No treaty relief is available, therefore, double taxation is a potential.
Example 4: Corporation X resident in Country A holds only real property
situated in Country B. Unrelated Corporation Y is also resident in Country A.
The shareholders of Corporation X exchange all of their Corporation X stock
solely for voting stock of Corporation Y. Immediately after the exchange,
Corporation Y owns 100% of Corporation X.

ICorp

(real property)
XCorp
stock

YCorp
solely Y Corp
voting stock

Country A
1. United States
2. Canada
3. Mexico

Shareholders
Border

Real Property

Country B
1. Canada
2. Mexico
3. United States

1. Canada-UnitedStates Treaty
United States Corporation X holds only real property situated in Canada.
The shareholders of United States Corporation X exchange all of their Corporation X stock solely for voting stock of United States Corporation Y. United
States Corporation Y is a United States Corporation which owns 100% of
United States Corporation X immediately after the exchange. The stock
exchange qualifies as a tax deferred reorganization under I.R.C. section
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368(a)(1)(B) and also receives tax deferred treatment in Canada under I.T.A.
section 85.1. The transaction is subject to tax under Article XII(1) of the
Treaty.
Result: Relief from double taxation is potentially available under
Article XIII(8). Assistance may be sought from the Canadian Competent
Authority.
2. Mexico-CanadaTreaty
Canadian Corporation X holds only real property situated in Mexico. The
shareholders of Corporation X exchange all of their Corporation X stock solely
for voting stock of Corporation Y. Corporation Y is a Mexican Corporation
which owns 100% of Corporation X immediately after the exchange. The
share exchange qualifies as a tax deferred reorganization under I.T.A.
section 85.1. The transaction is subject to tax under Article XIII(1) ofthe
Treaty.
Result: Relief from double taxation is potentially available under
Article XIII(5) of the Treaty. Assistance must be sought from the
Mexican Competent Authority. Although there is no automatic tax deferral
on an exchange of shares by a Mexican corporation, a ruling may be
sought from the Mexican Ministry of Finance that the transfer occur at tax
cost.
3. United States-Mexico Treaty
United States Corporation X holds only real property situated in
Mexico. The shareholders of United States Corporation X transfer all of
their Corporation X stock solely for voting stock of United States
Corporation Y. Corporation Y is a United States Corporation which owns
100% of Corporation X immediately after the exchange. The stock
exchange qualifies as a tax deferred reorganization under I.R.C. section
368(a)(1)(B). The transaction is subject to tax under Article XMI(l) of the
Treaty.
Result: No treaty relief is available, thus, potential double taxation. The
United States taxpayer may wish to seek assistance from the U.S. Competent
Authority.
B. Article XIII(2) or (3) Liability: Transfers of PersonalProperty Which is
or Forms a Partof a PermanentEstablishmentor a FixedBase
Example 5: Corporation X resident in Country A conducts business through a
branch situated in Country B. Corporation X transfers the branch assets to newly
organized Corporation Y resident in Country A in exchange for all of the
Corporation Y stock.
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Country A

branch
-

Y Corp2.

YCorp stock

(new)

1. United States

Canada

3. Mexico
Border
Country B

Branch

1. Canada
2. Mexico
3. United States

1. Canada-UnitedStates Treaty
A United States Corporation conducts business through a Canadian branch.
The United States Corporation transfers the branch assets to a newly organized
United States Corporation Y in exchange for all of the corporation Y stock.
I.R.C. section 351 provides for nonrecognition on the transfer of the branch
assets. The transaction will receive rollover treatment if the newly formed
corporation was a taxable Canadian corporation. Nevertheless, the transfer ofthe
branch assets will be taxable in Canada under Article XII(2) of the Treaty.
Result: Relief from double taxation is potentially available under Article
XIIl(8). Assistance may be sought from the Canadian Competent Authority.
2. Mexico-CanadaTreaty
A Canadian corporation conducts business through a Mexican branch. The
Canadian corporation transfers the branch assets to a newly organized Canadian
Corporation Y in exchange for all of the Corporation Y shares. The transaction
will receive rollover treatment in Canada if the newly formed corporation were
a taxable Canadian corporation. Nevertheless, the transfer of the branch assets
will be taxable in Mexico under Article XII(2) of the Treaty.
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Result: No Competent Authority relief will likely be granted under Article
XIII(5) since this transaction is taxable to a Mexican transferor transferring assets
to a Mexican corporation.
3. United States-Mexico Tax Treaty
A United States corporation conducts business through a Mexican branch.
The United States corporation transfers the branch assets to a newly organized
United States corporation Y in exchange for all of the corporation stock. I.R.C.
section 351 provides for nonrecognition on the transfer of the branch assets.
Nevertheless, the transfer of the branch assets will be taxable in Mexico under
Article XII13) of the Treaty.
Result: No treaty relief will be granted. The United States taxpayer may
seek assistance from the U.S. Competent Authority.
Example 6: Corporation X and Corporation Y are unrelated corporations
resident in Country A and both carry on a oil and gas operations situated in
country B through a branch. Corporation X and Corporation Y consolidate to
form new Corporation Z resident in Country A.

Y CorpCountry

X Corp
branch

branch
ch

b
__Zor_

A
1. United States
2. Canada
3. Mexico

(new)
Border
Country B
1. Canada
2. Mexico
3. United States

1. Canada-UnitedStates Tax Treaty
Both United States Corporation X and United States Corporation Y carry on
oil and gas operations in Canada through a branch. United States Corporation
X and United States Corporation Y consolidate to form new United States
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Corporation Z. The consolidation is tax deferred under I.R.C. section
368(a)(1)(A). If taxable Canadian corporations were involved, the transaction

qualifies as an amalgamation under I.T.A. subsection 87(1). Nevertheless, the
transfers of the branch assets will be subject to tax in Canada under Article
XY (2) of the Treaty. In this situation, both predecessor corporations would
have to seek I.T.A. section 115.1 relief.
Result: Relief from double taxation is potentially available under Article
XIII(8). Assistance may be sought from the Canadian Competent Authority.
2. Mexico-CanadaTax Treaty
Both Canadian Corporation X and Canadian Corporation Y carry on oil and
gas operations in Mexico through a branch. Canadian Corporation X and
Canadian Corporation Y consolidate to form new Canadian Corporation Z. If
taxable Canadian corporations were involved, the transaction will qualify as an
amalgamation under I.T.A. subsection 87(1). The transfers of the branch assets
will be subject to tax in Mexico under Article XIII(2) of the Treaty. In this
situation, both predecessor corporations will have to seek treaty relief.
Result: Competent Authority relief is available under Article XII(5) of the
Treaty. Assistance may be sought from the Mexican Competent Authority.
3. United States-Mexico Tax Treaty
Both United States Corporation X and United States Corporation Y carry on
oil and gas operations in Mexico through a branch. United States Corporation
X and United States Corporation Y consolidate to form new United States
Corporation Z. The consolidation will be tax deferred under I.R.C. section
368(a)(1)(A). The transfers ofthe branch assets will be subject to tax in Mexico
under Article XIII(3) of the Treaty.
Result: Relief from double taxation will not be granted.
D. Other Transactions
The above transactions illustrate some of the more common circumstances
in which double taxation may occur in the course of a corporate reorganization.
Additional situations exist in which tax liability may arise for one but not another
NAFTA treaty partner. For example, the Canadian treaties with both the United
States and Mexico allow for Competent Authority relief in the case of a
corporate division; however, no such relief is provided in the U.S. Treaty with
Mexico. United States taxpayers may also be taxable upon the disposition of
shares in an unlisted Mexican corporation in which they hold a 25% or greater
interest unless the transfer is to a United States corporation with which it files
a consolidated return. There is no tax liability under these circumstances in the
treaties between Canada and Mexico and Canada and the United States regardless
of whether the transferor and transferee corporations file consolidated returns.
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Finally, the Canada-U.S. Treaty envisions treaty relief if business reorganization
involves entities other than corporations. Thus, there is the potential for treaty
relief for partnerships, joint ventures and trusts involved in such reorganization.
This extended relief is not available under either the Canadian or United Staes
treaties with Mexico.

VII. COMPETENT AuTmoPuTy
Relief from double taxation under a tax treaty must be sought through the
Competent Authority. All ofthe tax treaties signed among the NAFTA countries
contain a provision establishing a Mutual Agreement Procedure. This procedure
is the umbrella for a number of important aspects of taxpayer relief. For
example, under the Mutual Agreement Procedure, if a taxpayer believes the
actions of one or both of the contracting states will result in taxation not in
accordance with the provisions of the treaty, the taxpayer may present the case
in writing to the Competent Authority of the state in which the taxpayer is a
resident or national.' If relief appears to be justified and the contracting state
of residency cannot arrive at a satisfactory solution, the Competent Authorities
of both contracting states will attempt to resolve the case by mutual agreement.
In addition to attempting to resolve disputes arising as to the interpretation or application of a provision in a tax treaty, the Competent Authorities of
the contracting states may consult together regarding disputes not provided in the
various Conventions.0 3 The Mutual Agreement Procedures of the Canada-U.S.

101.

Canada-U.S. Treaty, supranote 4, art. XXVI(1); Mexico-Canada Treaty, supranote 2, art.

XXIV(I); U.S.-Mexico Treaty, supranote 3, art. XXVI(l).
102. Canada-U.S. Treaty, supranote 4, art. XXVI(2); Mexico-Canada Treaty, supranote 2, art.
XXIV(2); U.S.-Mexico Treaty, supranote 3, art. XXVI(2). The Canada-U.S. Treaty provides further
that the agreement reached will be implemented notwithstanding any time limitations in the domestic
laws of the contracting states, provided that the Competent Authority of the contracting state of
nonresidency receives notification of the existencb of the case within six years from the end of the
taxable year to which the case relates. Canada-U.S. Treaty, supra note 4, art. XXVI(2). The
Mexico-Canada Treaty prohibits income adjustments by the other contracting state after five years
from the end of the taxable period to which the income relates. See Mexico-Canada Treaty, supra
note 2, art. XXIV(3). Under the Treaty between the United States and Mexico, the Competent
Authority of the contracting state ofnonresidency must be notified of the case within four and a half
years from the due date or the date of filing of the return in the nonresidency state, whichever is
later. Any agreement reached will be implemented within ten years from the due date or filing of
the return, whichever is later, or longer if permitted by the domestic law of the nonresidency State.
U.S.-Mexico Treaty, supranote 3, art. XXVI(2).
103. Article XXVI(3) of the Canada-U.S. Treaty expressly authorizes the Competent
Authorities to agree on certain designated topics. The Treaty also states that the Canadian
and U.S. Competent Authorities may consult one another regarding the elimination of double
taxation in cases not provided for within the Convention. Canada-U.S. Treaty, supra note
4, art. XXVI(3).
Article XXVI(3) of the U.S.-Mexico Treaty merely authorizes the
Competent Authorities to consult together concerning cases not provided for in the Treaty.
See U.S.-Mexico Treaty, supra note 3. Similarly, Article XXIV(4) of the Mexico-Canada
Treaty provides for resolution by mutual agreement of any difficulties or doubts arising as
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Treaty and the U.S.-Mexico Treaty also contain binding arbitration provisions if
a dispute cannot be resolved.'"
The availability of Competent Authority assistance is not limited to the
situations stated in the treaty articles establishing the Mutual Agreement
Procedures. Authority to grant relief may be specially provided in other
provisions of a treaty. For example, Article XIII(8) of the Canada-U.S. Treaty
permits taxpayers to request deferment of profit, gain or income with respect to
property alienated in the course of a corporation or other organization,
reorganization, amalgamation, division or similar transaction in order to avoid
Article XIII(5) of the Mexico-Canada Treaty permits a
double taxation.'
deferral with respect to gains on the alienation of shares on an amalgamation,
reorganization or division. 6 These provisions are disparate from the typical
Mutual Agreement Procedure in that tax relief is sought from the Competent
Authority of the nonresident, and not the resident, contracting state.
A. CanadianCompetent Authority
The Canadian Competent Authority procedure and the potential for relief
from double taxation is a concern to both United States and Mexican taxpayers
holding Canadian assets. In the case of Canada, the term "Competent Authority"
07
The general
means the Minister of National Revenue or his representative.'
and the
Treaty
Canada-U.S.
the
of
provisions
Procedure
Agreement
Mutual
avoiding
of
means
the
taxpayer
a
resident
provide
Treaty
Mexico-Canada
taxation that is contrary to the provisions of those treaties!"s In contrast,
Article XflI(8) of the Canada-U.S. Treaty provides a nonresident the means of
avoiding double taxation by allowing the nonresident taxpayer to request
deferment of profit, gain or income properly taxed by the nonresident state under
the Treaty, ifa nonrecognition provision would have deferred taxation under the
tax laws of the country of residence." 9 In fact, the Canadian Competent
Authority will not grant relief to a United States resident under Article XIII(8)
without receiving written confirmation from the U.S. Competent Authority of
0
nonrecognition under United States tax laws." Article XlI(5) of the Mexico-

to the interpretation or application of the Treaty. See Mexico-Canada Treaty, supra note 2.
104.

Canada-U.S. Treaty, supranote 4, art. XXVI(6); U.S.-Mexico Treaty, supra note 3, art.

XXVI(5). Both Competent Authorities and the taxpayer must agree to submit the dispute to
arbitration and the taxpayer must agree in writing to be bound by the decision of the arbitration

board. Id.
105.
106.
107.

1(IxO.
108.

Canada-U.S. Treaty, supra note 4.
Mexico-Canada Treaty, supranote 2.
Canada-U.S. Treaty, supranote 4, art. I11(1)(g); Mexico-Canada Treaty, supranote 2, art.
Canada-U.S. Treaty, supranote 4, art. XXVI(1); Mexico-Canada Treaty, supranote 2, art.

XXOV(2).
109.
I10.

Canada-U.S. Treaty, supra note 4, art. XIII(8).
Revenue Canada Round Table (1995) Q. 16(2).
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Canada Treaty provides an opportunity for relief on a corporate amalgamation,
division or reorganization involving an exchange of shares where profit, income
or gain is not recognized in the State of residence but is taxable in the
nonresident State. This is the case in an amalgamation, division or spinoff
involving Mexican corporations which own Canadian assets that are taxable
under the Mexico-Canada Treaty."' As is the case with United States taxpayers, confirmation of non-taxability in Mexico must be provided to the Canadian
Competent Authority before treaty relief will be provided.
Although the Canada-U.S. Treaty refers specifically to relief from double
taxation, this language is not present in the wording ofthe Canadian Treaty with
Mexico, leaving one to speculate whether relief is available in additional
circumstances, for example, to preserve losses for later use. From discussions
with the Canadian Competent Authority, however, it is unlikely that treaty relief
under this provision, which is totally discretionary, would be made available
other than to avoid double taxation and then only where it is clear that Canada's
right to tax the gain in future will not be compromised.

I.T.A. section 115.1"' implements the tax treaty's relief provisions." '

111. Mexico-Canada Treaty, supra note 2.
112. Effective for years commencing after 1984, Section 115.1 ofthe l.T.A. gave effect torelief
provisions contained intax treaties prescribed inregulation 7400. Prior to the replacement of I.T.A.
section 115.1 and the repeal ofregulation section 7400 in 1994, only Article XIII(8) ofthe CanadaU.S. Treaty and an identical provision contained inArticle 13(6) of the Canada-Netherlands Treaty
were prescribed inthe regulations. I.T.A. section 115.1 provided that, with respect to the alienation
of capital property, the amount agreed upon by the vendor, the purchaser and the Minister isdeemed
to be the vendor's proceeds ofdisposition and the purchaser's cost of the property. This section also
contained detailed rules with regard to the tax treatment provided depreciable capital property of a
prescribed class, Canadian resource property, foreign source property, eligible capital property and
inventory. I.T.A. section 115.1 contained two prerequisites to the deferral of taxation. First, the
Minister of National Revenue must have agreed to the deferral pursuant to a prescribed tax treaty.
Second, the nonresident vendor and the purchaser must have jointly elected inprescribed form T2024
and within the prescribed time in accordance with terms and conditions required by the Minister.
In 1994, a new I.T.A. section 115.1 was substituted and a new procedure for review was initiated.
1.T.A. section 115.1 now provides that where the Minister of National Revenue and a taxpayer enter
into an agreement under aprovision of a tax treaty with another country that has the force of law in
Canada, the terms and conditions of such agreement will govern the taxation of the taxpayer
notwithstanding the provisions of the I.T.A. that would otherwise apply. This broad and generally
worded section was intended to continue the provisions prior applications and to extend the relief to
a broader range of transactions, including proposed transactions. Revenue Canada Technical Notes,
June 1992.
113. There are no specific procedures for seeking relief under I.T.A. section 115.1. However,
Revenue Canada has issued Information Circular 71-17R4. 1995-06-02 C.T.S. 1054, "Requests for
Competent Authority Consideration Under Mutual Agreement Procedures in Income Tax
Conventions," IC-71-17R4 (May 12, 1995). The Circular provides the procedures to assist
individuals, corporations, or any other persons subject to Canadian income taxes who seek assistance

from the Canadian Competent Authority under the general Mutual Agreement Procedures contained
in Canadian international tax treaties. Thus, the Circular is written from the perspective of a
Canadian resident taxpayer making a request for assistance from the Canadian Competent Authority.
Nevertheless, the United States taxpayers seeking relief under Article XIII(8) of the Canada-U.S.
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The Competent Authority of Canada has granted I.T.A. section 115.1 relief
under Article XIII(8) of the Canada-U.S. Treaty in only limited circumstances" 4 and to date has not provided relief under Article XUI(5) of
the Mexico-Canada Treaty. Relief is most often granted for transactions
which do not result in the economic realization of proceeds from the
disposition. In addition, the transaction must potentially result in
nonrecognition in Canada as well as the resident country of the taxpayer
seeking Competent Authority relief. The transaction must otherwise satisfy
the requirements of the Canadian provision allowing for the deferment of
inclusion into income except for the problem of nonresidency. The
transaction must not be prohibited for nonresidents under a provision of
the Canadian tax law. Finally, the transaction cannot be contrary to the
spirit of the Canadian I.T.A., nor can it be designed to evade Canadian
tax liability." 5
Perhaps the factor that generates the most denials of relief by the Canadian
Competent Authority is the concern that Canada may not be able to later
gain.' ' Other potential
identify, or enforce, a claim against the deferred
7
reasons for the denial of relief are as follows:"1

Treaty must follow the procedures outlined in the Circular. Rev. Proc. 98-21, I.R.B. 1998-8, 27, §
7 (amplifying Rev. Proc. 96-13, 1996-1 C.B. 616). The Circular will also provide a general
guideline to Mexican residents seeking Canadian Competent Authority assistance under Article
XIII(5) of the Mexico-Canada Treaty.
114. Interpretation Bulletin IT-173R12 deals specifically with the Canadian tax treatment of gains
derived in Canada from the alienation of property by residents of the United States. With regards
to Article XIII(8), IT-173R2 states:
To achieve such a deferral, the person or partnership who acquires that property and the
If
vendor must petition the Competent Authority in Canada to defer the taxation ....
the Canadian Competent Authority accedes to the request, and agreement must be entered
into between the Authority and the petitioners under which the deferral of taxation will
be in effect for such time and under such other conditions as are stipulated in the
agreement. Since the purpose ofparagraph 8 of Article XII of the 1980 Convention is
to avoid double taxation, relief will only be granted to the extent necessary to
avoid such double taxation. This provision is only applicable where alienation, in
the circumstances stated, result in a net gain (i.e. gains exceed losses). Such an agreement
may deal with (but is not restricted to) such matters as the vendor's proceeds of
disposition and purchaser's cost of property in Canada (e.g., as capital property).
Subsection 115.1(1) can apply to an agreement that concerns a completed or a proposed
transaction.
Interpretation Bulletin IT-173R2, "Capital Gains Derived in Canada by Residents of the United
States" (Jan. 30, 1989) (as revised by Special Release Feb. 12, 1996).
115. Revenue Canada Round Table 1995 Q. 16(2). See John A. Calderwood, The Competent
Authority Function: A PerspectiveFrom Revenue Canada,reprintedin Report of Proceedings of
the 44th Tax Conference, 1992 Conference Report (Canada Tax Foundation) 39:17 (1992).
116. Id. See Derek T. Dalsin, Dispositionsof Property by Non-Residents: Tax Deferralby
MinisterialDiscretion,39 Can. Tax J. 77, 85-86, 88 (1991).
117. See generallyC. Brown and C. Manolakas, Organizations,Reorganizations,Amalgamations,DivisionsandDissolutions: CrossBorderAssets.Double Taxation andPotentialRelief Under
the U.S.-Canada Tax Treaty, 26 Ga. J. Int'l & Comp. L 311 (1997).
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1. The tax deferral is specifically prohibited for nonresidents. For
example, the I.T.A. does not permit the rollover of real property to a
corporation by a nonresident except in very limited circumstances.
Specifically, tax deferment will result only if the nonresident uses the
real property during the year in a business carried on in Canada."'
Thus, if a United States or Mexican taxpayer who was not carrying on
business in Canada sought to transfer real property to a United States
or Mexican corporation, I.T.A. paragraph 85(1. 1)(a) would specifically
prohibit the transfer on a tax deferred basis. In that case, relief will be
denied.
2. The I.T.A. provides the nonresident the ability to defer recognition
of gain or income on the transaction. For example, although the I.T.A.
specifically prohibits the rollover of real property by nonresidents in
most circumstances, an elective rollover is available to nonresidents who
hold the property as capital property and who carry on business
in
9
Canada during the year. In this case, no relief will be granted."
3. I.T.A. section 115.1 relief will be granted only if the dispositions
described in the case of Article XII(8) of the Canada-U.S. Treaty or
Article XIII(5) of the Mexico-Canada Treaty results in a net gain to the
nonresident taxpayer and only to the extent required to avoid double
taxation. 20 In addition, I.T.A. section 115.1 relief must be applied
consistently to all such dispositions that take place as part ofa particular
transaction within the taxable period. 2 ' A taxpayer cannot, for
example, realize losses and attempt to defer gains in the same transaction.'22 In the case of the Canadian Competent Authority, net gain is
computed for Canadian, not United States or Mexican, tax purposes.
Thus, a nonresident taxpayer must experience a net gainunder Canadian
tax law from the property alienated within the taxable period and all
such property transferred must be considered in the I.T.A. section 115.1
relief request. Revenue Canada has indicated that the nonresident
taxpayer does not have to use carryover losses otherwise available in
computing net gain.'2
4. Before I.T.A. section 115.1 relief is sought, a taxpayer must verify
that nonrecognition is the tax result in the contracting state of resi-

118. I.T.A. paragraph 85(1.1)(h).
119. See I.T.A. paragraph 85(l.l)(h); I.T.A. subsection 88(1.2).
120. IT-173R2, supranote 114, at 6. Although the words "to avoid double taxation" are not
used in the treaty with Mexico, it is unlikely that relief would be provided if a gain did not occur
on the disposition.
121. Technical Explanation of Canada-U.S. Treaty, supranote 25, at 131.
122. Id.
123. Revenue Canada Round Table, supra note 110. See also Revenue Canada Round Table
(1990) Q. 34 (discussing Revenue Canada's vies on whether taxpayers must avail themselves of the

replace property election in computing gain).
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dence,' 24 and that recognition is the tax result in Canada, the nonresident state where the alienation of property occurred. If it is determined
that deferment will result in both contracting states treaty relief is
clearly unnecessary.
5. Relief under I.T.A. section 115.1 on the alienation of property in a
transaction described in Article XIII(8) of the Canada-U.S. Treaty or
Article XIII(5) of the Mexico-Canada Treaty is available to a nonresident only if the transaction would result in deferral to a resident of
Canada in similar circumstances. I.T.A. section 115.1 relief is not
intended to grant deferrals to nonresidents that would not otherwise be
available to Canadian residents. This restriction on the availability of
relief requires an understanding of when a deferral will or will not be
available under Canadian tax law.
The Canadian Competent Authority may impose conditions in the agreement
granting the deferment to assure the tracing of property. For example, the
acquirer of the property may have to report for a period ofyears to the Canadian
Competent Authority to guarantee continued ownership. If the ability of Canada
to enforce its tax claim under the I.T.A. section 115.1 agreement is sufficiently
uncertain, I.T.A. section 115.1 relief will not be granted. I.T.A. subsection
115.1(2) also places the acquirer in the same tax position as the original
transferor with regards to the property as a condition to subsequent relief under
I.T.A. section 115.1 on the later disposition of the assets.'25
B. U.S. Competent Authority
The "U.S. Competent Authority" is defined in the Canada-U.S. Treaty and
the U.S.-Mexico Treaty as the Secretary of the Treasury or his delegate. 2 '
The Assistant Commissioner (International) acts as the U.S. Competent Authority
in administering the operative provisions of tax treaties. In interpreting and
applying the tax treaties, the Assistant Commissioner (International) acts only
with the concurrence of the Associate Chief Counsel (International).'" The

124. The U.S. Competent Authority will provide verification ofnonrecognition treatment by the
United Slates upon request of the Canadian Competent Authority. The United States taxpayer may

request a private letter ruling to substantiate the claim of nonrecognition treatment. Even if not
requested, the U.S. Competent Authority may require the United States taxpayer obtain a private
letter ruling. Rev Proc. 98-21, supranote 113, § 4.04.
125. I.T.A. subsection 115.1(2) states as follows:
Where Tights and obligations under an agreement described in subsection (1)have been
transferred to another person with the concurrence of the Minister, that other person shall
be deemed, for the purpose ofsubsection (1), to have entered into the agreement with the
Minister.

126. Canada-U.S. Treaty, supranote 4, art. 1ll()(g); U.S.-Mexico Treaty, supranote 3, art.
ll1()ue).
127.

Rev. Proc. 98-21, supra note 113, § 2.03.
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U.S. Competent Authority assists taxpayers with respect to matters covered in the
Mutual Agreement Procedure provisions of tax treaties in the manner specified
by those provisions. These provisions generally permit taxpayers to request U.S.
Competent Authority assistance when they consider the actions of the United
States, a treaty partner, or both, will result in taxation that is contrary to the
provisions of the treaties. U.S. Competent Authority assistance is also available
with respect to issues specifically dealt with in other provisions of a tax treaty
such as Article XIII(8) of the Canada-U.S. Treaty. 28
The U.S. Competent Authority procedure is ofinterest to Canadiantaxpayers
seeking treaty relief from the proper taxation by the United States of capital
gains arising in the course of a corporate restructuring. Article XIII(8) of the
Canada-U.S. Treaty permits a Canadian resident to request the assistance of the
U.S. Competent Authority to resolve cases involving the deferral of recognition
of gain or income from the alienation of property in the course of a corporate
reorganization or similar transaction in order to prevent double taxation. 129 If
a Canadian resident believes that tax was improperly imposed on the transaction
by the United States, however, assistance must be requested from the Canadian
Competent Authority under the general Mutual Agreement Procedure. 3 Under
the Mutual Agreement provisions, the U.S. Competent Authority is ofinterest to
United States residents alleging an improper imposition of Canadian tax to a
transaction involving taxable property situated in Canada. 3 '
Article XXVI(1) of the U.S.-Mexico Treaty requires nonresident taxpayers
to seek relief from the Competent Authority of the resident contracting state
under the general Mutual Agreement Procedure.'
As there is no special
Competent Authority provision allowing specifically for relief from the potential
double taxation of gains in corporate restructurings, similar to that available
under the Canadian treaties, a United States taxpayer can only seek tax relief
from the U.S. Competent Authority. It is doubtful that relief will be granted if
double taxation results in a corporate transaction in which tax is being properly
imposed by Mexico under terms of the U.S.-Mexico Treaty. Unfortunately, this
is the case in many corporate reorganizations.
Revenue Procedure 96-1313 provides the procedures for requesting
assistance from the U.S. Competent Authority under the provisions of any
tax treaty to which the United States is a party. If a request is accepted,
the U.S. Competent Authority will consult with the appropriate foreign
Competent Authority and attempt to reach a mutual agreement that is
acceptable to all parties. Unless otherwise permitted under an applicable tax

128.
129.
130.

Canada-U.S. Treaty, supra note 4.
Id.
Id. art. XXVI(1).

131.

Id.

132. U.S.-Mexico Treaty, supranote 3, art. XXVI(1).
133. Rev. Proc. 95-9, I.R.B. 1995-7, 1 (superseding Rev. Proc. 91-23, 1991-1 C.B. 534, and
Rev. Proc. 91-26, 1991-1 C.B. 453).
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treaty, the U.S. Competent Authority only considers requests for assistance from
United States taxpayers.'34 Revenue Procedure 98-2 11s outlines the procedures that must be followed by Canadian residents requesting assistance from the
U.S. Competent Authority under Article XIII(8) ofthe Canada-U.S. Treaty and,
in general, requires that all requests be in accordance with Revenue Procedure
96-13. Revenue Procedure 96-13 sets forth the procedures that must be followed
by both United States and Canadian residents'36 in requesting assistance from
the U.S. Competent Authority." 7 A small case procedure for requesting
Competent Authority assistance is also established. The small claims procedure
simplifies the form of the request and reduces the amount of information that
initially must be submitted. The small case procedure is available if the total
proposed adjustment involved in the matter is not greater than $100,000 for an
individual and $200,000 for other taxpayers.""
Upon receiving a request for assistance, the Competent Authority will notify
the taxpayer whether the facts of a taxpayer's case provide a basis for assistance.
The Competent Authority's denial of a taxpayer's request for assistance or
dismissal of a matter previously accepted for consideration is not subject to
administrative review. 39 Revenue Procedure 96-13 states that the U.S.
Competent Authority generally will deny requests for assistance or will cease
providing assistance in the following cases:
1. The taxpayer is not entitled to the treaty benefit or safeguard in
question or to the assistance requested.
2. The taxpayer is only willing to accept a Competent Authority
agreement under conditions that are unreasonable or prejudicial to the
interests of the United States Government.
3. The taxpayer rejected the Competent Authority resolution of the
same or similar issue in a prior case.
4. The taxpayer does not agree that Competent Authority negotiations
are a government-to-government activity that does not include the
taxpayer's participation in the negotiation proceedings.
5. The taxpayer does not funish upon request sufficient information to
determine whether the treaty applies to the taxpayer's facts and
circumstances.
6. The taxpayer was found to have acquiesced in a foreign initiated
adjustment that involved significant legal or factual issues that otherwise
would be properly handled through the Competent Authority process

134. Rev. Proc. 96-13,1996-1 C.B. 616, § 3.04 (superseding Rev. Proc. 91-23, 1991-1 C.B. 534
and Rev. Proc. 91-26, 1991-1 C.B. 453).

135.

Rev. Proc. 98-21, supra note 113.

136. Id.§5.01. A Canadian resident's requestfor assistance from the U.S. CompetentAuthority
must contain a statement containing information detailed in Rev. Proc. 98-21. Id. § 5.02
137. Rev. Proc. 96-13, supra note 134, § 4.
138. Id. § 5.
139. Id. § 12.04.
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and then unilaterally made a corresponding correlative adjustment or
claimed an increased foreign tax credit, without initially seeking U.S.
Competent Authority assistance.
7. The taxpayer: a) fails to comply with this revenue procedure; b)
fails to cooperate with the U.S. Competent Authority (including failing
to provide sufficient facts and documentation to support its claim of
double taxation or taxation contrary to the treaty); or c) fails to
cooperate with the Internal Revenue Service during the examination of
the periods in issue and such failure significantly impedes the ability of
the U.S. Competent Authority to negotiate and conclude an agreement
(e.g., the period of limitations for assessment in the foreign country has
expired or significant factual development is required that cannot
effectively be completed outside the examination process). 4
C. Mexican Competent Authority
Canadian taxpayers with assets subject to tax in Mexico in the course of a
corporate amalgamation, division or reorganization involving Canadian
corporations may seek assistance from double taxation ofthe Mexican Competent
Authority.' 4' The "Mexican Competent Authority" is defined as the Ministry

of Finance and Public Credit.44 The Mexico-Canada Treaty, signed in 1992,
was the first comprehensive double taxation agreement entered into by Mexico.
The Treaty also marked Mexico's first obligation to consider Competent
Authority assistance in the course of a corporate restructuring. In response to
NAFTA, Mexico introduced corporate reorganizationprovisions into its domestic
tax law.' 41 It is not surprising, therefore, that there are no guidelines from
Mexico on when Competent Authority relief will be granted. From discussions
with the Canadian Competent Authority, it appears that the Mutual Agreement
Procedure provision allowing for Competent Authority relief was added largely
at the insistence of Canada. Given that the provision was initiated by Canada,
perhaps Mexico will follow Canada's example and provide deferment in similar
circumstances and under similar conditions. Thus, Mexico would provide treaty
relief where tax deferment is otherwise available to a resident taxpayer under
Mexican tax law. This would include amalgamations, spinoffs and certain
liquidations, such as, vertical amalgamations between a parent and subsidiary or
two subsidiary corporations. It is uncertain whether tax deferment will be

140. Id. § 12.02.
141. Mexico-Canada Treaty, supra note 2, art. XIII(5).
142. Mexico-Canada Treaty, supra note 2, art. III(1)(f)(ii); U.S.-Mexico Treaty, supranote 3,
art. 11l(l)(e)(ii). There are, however, special divisions in the Ministry of Finance dealing with
international taxation. One such Department is the General Direction for Revenue Policy and
International Fiscal Affairs.
143. See Gammie, supra note 69, at 624.
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available in Mexico on a transfer of assets to a corporation in exchange for
shares. Although such a transaction results in a nonrecognition treatment for
Canadian tax purposes,"M no equivalent nonrecognition provisions exists under
Mexican law. If Mexico follows Canada's lead in not offering treaty relief if
similar relief is not available to resident taxpayers, no treaty relief would be
available under these circumstances.
The Treaty between the United States and Mexico does not grant the
Competent Authority of nonresidence the authority to grant relief from double
taxation resulting in corporate restructurings. Thus, United States taxpayers are
limited to seeking assistance from the45 U.S. Competent Authority under the
general Mutual Agreement Procedure.
VIII. PROBLEMS AND SOLUTIONS

Operating within the NAFTA block may result in double taxation in many
corporate restructurings. The treaty solutions to this problem are piecemeal,
haphazard and inconsistent. Perhaps, it is naive to expect that the elimination of
tariffand nontariffbarriers to the movement ofgoods, services and capital within
46
the trading block would necessarily lead to a harmonized tax system.
Nonetheless, it seems that the broad objective's of NAFTA and the interests of
the NAFTA partners is best served if a nonresident taxpayer within the NAFTA
block is not at a disadvantage relative to domestic taxpayers as the result of a
corporate transaction. At a minimum, all foreign based corporations from a
NAFTA country operating within another NAFTA country should be subject to
the same tax treatment regardless of the country of residence. Thus, it should
be possible to move assets among corporations resident in the NAFTA block
without tax penalty. This could be accomplished either through the domestic tax
systems or through the current bilateral tax treaties. It might also be accomplished through a separate multi-lateral treaty among the NAFTA partners,
which, it has been suggested, "could address specific issues or include general
provisions that would apply to all countries under the agreement."' 4

144. I.T.A. section 85.
145. U.S.-Mexico Treaty, supranote 3, art. XXVI.
146. Many free trade advocates argue that free trade policy requires that there be greater tax
deferred treatment of cross-border reorganizations. The general argument is that business structures
must change in response to international business needs and that tax impediments should not prevent
free trade and capital mobility. See, eg., Brian Arnold & Neil Harris, NAFTA and the Taxation of
CorporateInvestment: A fiew From Within NAFTA, 49 Tax L. Rev. 529 (1994). See also Paul
McDaniel, Formulary Taxation in the North American Free Trade Zone, 49 Tax L Rev. 691
(positing that there is aneed to reexamine existing tax treaties and legislation after a regional free
trade zone has been created). It is not the position ofthe authors that trade policy should necessarily
dictate tax policy. Rather, the authors believe that changes in trade policy may have created a need
to review the current treaty system with a view to determining whether it adequately addresses tax
problems that arise as a result of the new free trade regime.
147. Emilio Romano, Comment, reprintedin 1994 Daily Tax Rep. 168, dtO. See The Nordic
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IX. CONCLUSION

Double taxation of gains on a corporate reorganization is a reality within the
NAFTA block. Unfortunately, substantial differences exist in the relief from
double taxation available to the three NAFTA partners under the current bilateral
tax treaties. This discrepancy in treaty relief will result in an uneven playing

field for the NAFTA signatories.

Any advantage or disadvantage in tax

treatment will, in turn, influence which treaty partners can effectively invest and
operate in a particular NAFTA country on an after tax basis.

The significance of taxation as a factor in investment has been well
documented 4 ' and will clearly affect investments within the NAFTA block.
The differences in tax treatment are surprising given that Chapter 11 of NAFTA
generally provides for nondiscrimination and most favoured nation treatment for
cross-border investments. 49 The United States and Canada were also very
concerned about securing most favoured nation provisions in the Protocols to

their respective tax treaties with Mexico in the area of withholding tax on
dividends in the case of the United States' 0 and in withholding on interest or
royalties in the case of Canada." Both countries clearly had most favoured
nation status in mind when considering tax issues. It is, therefore, surprising that
such great inconsistencies in tax treatment among the three NAFTA countries in
an area as key to foreign investment as the taxation of corporate reorganizations
was apparently ignored by the NAFTA governments. It should clearly not be
ignored by investors or their advisors.

Convention on Income and Capital entered into by Denmark, Finland, Iceland, Norway and Sweden
conducted in 1983 and replaced, most recently, in 1996 (providing a working model). See also
Report of the OECD 1997. Intro. para. 41.
148. For example, in a survey conducted by the Commission of the European Committee of
Independent Experts on Company taxation on taxation in the European Union, enterprises in
seventeen European countries were asked to identify to what extent they took account of differences
in taxation. Fourty-eight percent ofrespondents claimed that taxation is always or usually a major
factor in the decision on the location of a production plant See also Gammie, supra note 69.
149. NAFTA, supra note i.
150. Article 5 of the 1995 Protocol contains a provision that states if the United States agrees
to a withholding rate on direct investment dividends of less than 5% in a treaty with another nation,
then such lower rate would automatically be deemed to have been incorporated into the treaty with
Mexico instead of the 5% rate. 1995 Protocol, supranote 4.
151. Mexico-Canada Treaty, supranote 2, protocol. It provides that if Mexico agrees to give
another OECD country a rate of withholding tax on interest or royalties that is lower than 15%, then
the lower rate (but not lower than 10%) shall apply instead of the treaty rate. Id.

